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Possibilities of Future Tax Law 
Simplification 


By ELtswortH C. ALvorp* 


HAVE been asked to present comments on the 


Revenue Act of 1928 and the possibilities of future 

simplification of the Federal income tax system. 
The subject is susceptible of treatment in one sentence, 
somewhat as follows: “The Revenue Act of 1928, ac- 
complishing a tax reduction for the 
first full year of its operation of ap- 
proximately $222,000,000, and con- 
taining many substantive and admin- 
istrative provisions of interest, was 
approved by the President of the 
United States on May 29, 1928, of 
this year.” Or, hours, days, months 
—even a lifetime—could well be de- 
voted to it. 
Outline Analysis of Possibilities of 

Simplification 

It seems to me that any discussion 
of the possiblities of future simpli- 
fication should be prefaced by at 
least a general analysis. Accord- 
ingly, I have made three divisions : 

(1) Simplification of Form; 

(2) Simplification of Substantive 
Provisions ; and 

(3) Simplification of Administra- 
tion. 

Before entering into a discussion 
of the possibilities, however, I desire 
to request that my statements be not 
accepted as dogmatic assertions. If adequate and sat- 
isfactory solutions had already been found, the subject 
would not be worthy of your time nor of mine. I doubt 
if any one appreciates a lack of omniscience more than 
those of us charged directly with work upon Federal 
taxes. [ shall be very pleased if I do nothing more than 
present to you a possible analysis which may assist 

*Special Assistant to the Secretary of the Treasury. Address 


delivered at the Twenty-first Annual Conference of the National 
Tax Association, at Seattle, Washington, August 31, 1928 
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somewhat in suggesting and guiding further study and 
thought and in obtaining benefits of your conclusions. 


Simplification of Form 


Very largely as a result of the work of your Com- 
mittee on Simplification of the Fed- 
eral income tax, the Joint Committee 
on Internal Revenue Taxation rec- 
ommended an entirely new form for 
the Revenue Act of 1928. This form 
was adopted. A brief explanation 
may assist somewhat in avoiding the 
confusion necessarily consequent upen 
the abandonment of familiar section 
numbers. 

The rearrangement is based upon 
four fundamental propositions : 

First, that a decided step toward 
simplification could be accomplished 
merely by mechanical changes. in 
printing. Accordingly, bold-face type 
is used to set out descriptive headings 
of sections and subsections, and a new 
system of paragraphing and indention 
produces a helpful separation of sec- 
tions, subsections and paragraphs. 

Second, that the provisions of the 
income tax could properly be divided 
into two classes: (a) those which ap- 
plied to the ordinary transactions of 
the ordinary taxpayer; and (b) those which applied to 
the extraordinary taxpayer, or to the extraordinary 
transactions of an ordinary taxpayer. The first class 
of provisions is applicable to about 80 per cent in 
number of our taxpayers. These provisions have been 
arranged so that this large group of taxpayers could 
find practically all the provisions of interest to them, 
without wading through the entire statute for fear that 
there may be something there affecting them. The pro- 




























































































































































































































































































































visions of the second class have been grouped together 
and placed in supplements, following the general pro- 
visions. In the supplements will be found, for example, 
the provisions relating to estates and trusts, partner- 
ships, insurance companies, nonresident aliens, foreign 
corporations, income from possessions of the United 
States, China Trade Act Corporations, and the provi- 
sions affecting the extraordinary transactions of the 
ordinary taxpayer, such as capital net gains and losses, 
reorganization provisions, consolidated returns, with- 
holding at the source, etc. 


Much criticism has been heaped upon the arrange- 
ment of form of prior revenue laws, mostly in ignor- 
ance or disregard of the practical situation. The Reve- 
nue Bill of 1918 as reported by the Committee on 
Ways and Means, it seems to me, presented a logical 
and acceptable arrangement. Amendments during its 
enactment, together with additions by the Revenue Acts 
following, however, had produced, it must be admitted, 
a decidedly illogical arrangement. Prior to the 1928 
Act, an adequate opportunity had not been presented 
for a rearrangement. The mechanical processes of pro- 
ducing the change involved a tremendous amount of 
time and labor. It is probable that no two men would 
ever agree upon the details of any arrangement. To 
Middleton Beaman, the Legislative Counsel of the 
House of Representatives, must go the credit for the 
rearrangement. The rest of us stand ready, however, 
to shoulder the criticisms which undoubtedly will be 
forthcoming, and as the target for your torrent of in- 
vectives as you find yourself unable to put your fingers 
upon familiar provisions. 


Third, the next fundamental conclusion upon which 
the present form of the 1928 Act was based is that the 
time had come for a divorcing of the past from the 
future. _Prior Revenue Acts had accumulated, by 
process of reenactment and amendments, the more im- 
portant administrative provisions of each of the pre- 
ceding Acts. The effort was a commendable one, for 
in the 1926 Act, for example, will be found the pro- 
cedural provisions relating to the collection and assess- 
ment of taxes for earlier years, as well as those relating 
to the new taxes imposed for 1925 and subsequent years 
by the 1926 Act. I need do no more than invite atten- 
tion to Sections 277, 278, 283 or 284, however, to point 
out the resulting complications. Frankly, the thought 
of attempting to make the necessary revisions in Sec- 
tion 283 was one of the most important factors con- 
tributing to the cause for the divorce. The Income Tax 
Title of the 1928 Act, accordingly, carries with it only 
those procedural provisions applicable to the taxes im- 
posed by it, and the taxpayer in the settlement of his 
taxes for 1928, or any subsequent year, will not be 
forced through the irritating complexities which are ot 
interest only to a taxpayer settling his taxes for 1927 
or a prior year. The provisions of the 1926 Act, ex- 
cept to the extent that they are specifically repealed or 
amended by the 1928 Act, remain in full force and 
effect. Many of them will be applicable only to taxes 
for years prior to 1928. I believe, however, that you 
will permit me to caution you that many of the pro- 
visions found in the Revenue Act of 1926, particularly 
those in Title XI, are of general application and will 
be applicable to taxes imposed by the 1928 Act or any 
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future act, in the same manner as many of the provi- 
sions of the old Revised Statutes are applicable. 

Fourth, that the Revenue Act of 1928 should contain, 
so far as possible, only provisions applicable to the in- 
come tax. Therefore, the estate tax and the miscella- 
neous taxes have been ‘omitted and the amendments 
necessary have been segregated in one title of the 1928 
Act. The taxpayer interested in an estate tax or mis- 
cellaneous tax question, accordingly, must turn to the 
Revenue Act of 1926, and to the amendments found in 
Title II of the 1928 Act. 

It is recognized that criticisms will come from those 
whose visions have contemplated the finding of all the 
law between the covers of one book. However, this 
has never been possible and may never be possible. | 
have never yet met a taxpayer or his attorney in Wash- 
ington for the purpose of settling a 1918 case who was 
armed only with a 1926 Act. Your worries may pos- 
sibly be appeased somewhat by the statement that a 
compilation is about ready to go to press containing a 
complete table of cross-references for use with the 1928 
Act and giving all the taxing provisions, together with 
their administrative provisions. 

The difficulties you have found in the complexities 
of our internal revenue laws are common to all of us. 
The Treasury and, I think I may state, the Committees 
of Congress, and the Legislative Counsel of the House 
and Senate, recognize and appreciate your situation and 
the causes of your complaints. It is hoped that the sim- 
plifications in the form of the Revenue Act of 1928 will 
be acceptible and prove of material assistance. 

Simplification of Substantive Provisions 

The possibilities of simplification of the substantive 
provisions of our income tax may perhaps be presented 
by a consideration of some of the more important sug- 
gestions. I deny any relation between the importance of 
the suggestion and the priority in which it is discussed. 

(1) Substitution of New Policies 

To the extent that we find policies capable of simple 
expression and administration as substitutes for the 
provisions of the present law, we can expect real sim- 
plification. I do not believe that anyone has the attitude 
of the Commissioner of Patents who resigned shortly 
after the Civil War giving as his reason the fact that 
substantially everything worth while had already been 
invented. 


One of the suggestions which contains exceptional 
opportunities for simplification is that of an optional 
tax on gross income. The very wording of the sugges- 
tion indicates that we are not to drop the present com- 
plexities, but merely that a path is to be built around 
them. If a man whose income consists almost entirely 
of a salary, for example, could elect to pay as his tax a 
specified percentage of his gross income, in lieu of the 
computations now required of him, and if he would not 
thereby assume a greater tax burden, the cartoonist _pre- 
paring for the March fifteenth papers would be com- 
pelled to look further for his caricature. Work upon the 
suggestion has not progressed sufficiently to determine 


whether it has enough merit to permit its recommenda- 
tion. 


Again, we have frequently heard the statement that 
the computation of our taxable net income should be 
made to conform more nearly to sound accounting prin- 
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ciples and practices. With our tax rates not so exorbi- 
tant as to be the vital factor in determining and con- 
trolling business transactions, the suggestion is appeal- 
ing. Although I have not had an opportunity to see 
an enumeration of all the provisions to which this sug- 
gestion could be considered as applicable, there has not 
been much encouragement in the instances cited. For 
one reason or another, the proposal was considered im- 
possible. But there must be opportunities for its ap- 
plication, and the Treasury would welcome the results 
of further thought. 

The fact that in the past many of the substitute poli- 
cies are advocated by persons primarily interested in a 
resulting reduction in their tax burden might darken 
somewhat the possibilities of the future. But certainly 
our revenue system offers an exceptionally attractive 
field for serious research. The ideas of students of tax- 
ation have not been exhausted. 

(2) Elimination of Special Provisions 

Our income tax law contains admittedly an excessive 
number of special provisions granting exemptions, de- 
ductions, and privileges. The advocate of theoretical 
simplification decides that these provisions should be 
eliminated. Frequently, his conclusion is stated in gen- 
eral terms. Occasionally, he enumerates a few of the 
particular provisions which he has decided are exces- 
sive. In either case, the practical job of “eliminator” 
is intrusted to and imposed upon someone else, some- 
times with even a failure to admit that others might 
not agree with him upon the deletable provisions. I 
venture to suggest that there is no provision in the 
Revenue Act, the policy of which has no proponent. 
Personally I see little opportunity for simplification 
along the lines of this suggestion. I suggest, rather, 
that efforts be directed in the future toward the defeat 
of special provisions of the type discussed as they are 
advocated from time to time. 


(3) Elimination of Surplus Language 

It has been suggested that well directed efforts 
toward the elimination of surplus language in our in- 
come tax laws would be productive of considerable 
simplification. I have no doubt but that words and 
phrases in large number can be removed without chang- 
ing in the slightest the legal effect of the statute. How- 
ever, I have one word of caution to suggest and one 
request to make to the person undertaking the job: 
You are about to perform a delicate but most impor- 
tant operation and several months of intense application 
will be demanded, granting that you are fully qualified 
and equipped. And I would ask for an opportunity to 
examine the result. 

(4) Prescribing a General Rule, Leaving the Appli- 
cation for the Courts 

It has been said that Congress and the draftsmen of 
our Federal statutes err seriously in the attempt to 
“cover too many details,” and that this effort is one of 
the essential contributing factors to the complexities of 
the-law. Let us consider briefly one of the suggested 
substitutes, that the statute prescribe merely the im- 
portant general rules and leave the application of those 
tules to the courts. To me, this suggestion involves the 
advisability of transferring the legislative function from 
Congress to the courts. A general rule always sounds 


THE NATIONAL INCOME TAX MAGAZINE 367 


simple and right. It seldom stands the acid test, how- 
ever. Even a hasty consideration of its possible appli- 
cation will usually cause its exponent to admit of 
exceptions. Should Congress or the courts determine 
what those exceptions should be? It is recognized, of 
course, that the courts must and do legislate, and it is 
usually admitted that such legislation, if properly con- 
fined, is permissible. I would suppose that as our Con- 
stitution now stands, however, the general tendency 
would be to narrow the sphere of judicial legislation. 

Furthermore, it is rather difficult to see just what 
simplification would actually be produced. Personally, 
as a lawyer, with an eye to business possibilities only, 
I would be willing indeed to see the experiment tried. 
[ am inclined to think that the entire body of lawyers, 
if they were to consider only the prospects of litigation, 
would whole-heartedly endorse the recommendation. 
For certainly no taxpayer could determine the proper 
application of the law. Upon the expiration of a suf- 
ficient period of time, we would find ourselves with a 
statute in general terms, with a vast number of admin- 
istrative interpretations, with endless issues and conten- 
tions presented by taxpayers, and with a countless num- 
ber of court decisions. My imagination is incapable 
of painting a more deplorable picture of delays, uncer- 
tainties, reopenings and reversals, refunds, and defi- 
ciency letters. 

(5) Prescribing a General Rule, Leaving Its Details 
to Administrative Regulations 

A second substitute has been suggested, under which 
Congress would prescribe a general rule, leaving to the 
administrative officials the legislative power to pre- 
scribe regulations covering its application or nonappli- 
cation to the large number of related, and yet discon- 
nected, situations. This suggestion has possibilities, 
but I would hesitate to advocate its general adoption. 
The principle has been recognized and followed by Con- 
gress in numerous instances, most of them outside the 
field of taxation. Its most important recognition in our 
tax laws is in the section dealing with consolidated re- 
turns for the taxable year 1929 and thereafter, Section 
141 of the Revenue Act of 1928. I believe that there 
are also many other rather limited fields in which this 
principle could be applied legitimately. However, the 
soundness of the suggestion depends almost entirely 
upon the individuals in whom the power is placed. 
With our changing personnel and our inability to retain 
men qualified by experience and education, I would 
hesitate to advocate a very general extension of the 
principle. 

This may be the proper time to point out in passing 
that those who think of simplification as reduction in 
bulk will find little encouragement in the two sugges- 
tions just discussed. To me, however, there is little of 
interest in any suggestion unless it points toward a more 
efficient and effective method of determining, once and 
for all, tax liabilities. I would suppose that the tax- 
payer’s Utopia will not be discovered until every per- 
son called upon to contribute to the Government is 
given a statute under which he can compute with abso- 
lute certainty the exact extent of that contribution im- 
mediately upon the close of the taxable period, or, bet- 
ter yet, immediately upon the beginning of the taxable 
period. 




















































































































































































































































































































































Simplification of Administration 


As long as we are compelled to extract from tax- 
payers more than $2,000,000,000 annually by means of 
an income tax, we must expect to have varying policies 
applicable to varying transactions. Our income-produc- 
ing transactions are admittedly complicated. An 
answer to the tax liability resulting from varying and 
complicated transactions must be found somewhere. 
This means a complicated income tax law, whether you 
resort to the statute or to regulations or to court deci- 
sions to find the answer. I see no escape from it. The 
statement, which is accepted almost as a truism, that 
“a law is no better than its administration,” has been 
repeated frequently during the present conference. If 
I appear unpleasantly pessimistic over the possibilities 
for the simplification of the substantive provisions, 
however, I am honestly and enthusiastically optimistic 
over the possibilities for simplification of the adminis- 
tration. To this extent I feel justified in holding out 
to you real hopes for future simplification. 


Taxes Must Be Settled Administratively 

The collection of taxes is properly an administrative 
function. Unfortunately, we found ourselves forced 
last year to face the realization that much of the burden 
had been transferred to the courts and the Board of 
Tax Appeals. For example, more than 19,000 cases 
had accumulated at that time before the Board of Tax 
Appeals, involving deficiencies of over half a billion 
dollars. Litigation was becoming a substitute for ad- 
ministrative settlement. A field of administration had 
been turned into a legal battle ground. A survey of 
the administration of the income and profits taxes was 
made last summer, showing the status as of June 30, 
1927. This survey was presented to the Joint Congres- 
sional Committee on Internal Revenue Taxation and 
has been incorporated as Volume III of the Committee’s 
report. Copies of this Survey are still available, I be- 
lieve, to those interested and, accordingly, it will be 
unnecessary for me to repeat any of the facts or sta- 
tistics included in it. A detailed statement of the status 
as of June 30, 1928, will be found in the report of the 
Secretary of the Treasury to be submitted to Congress 
in December of this year and will be available at that 
time to anyone desiring to give further study to the 
subject. It is possible at this time to give only a few 
of the more important and general conclusions. I am 
sure that it is unnecessary for me to add that to me the 
conclusions given are amply substantiated. 

Neither the Government nor the taxpayer can afford 
to rely upon litigation for the determination of tax 
liabilities. New problems are presented daily for deci- 
sion. The complexity of the problems makes their pres- 
entation extremely difficult and costly. A decision 
four years from now will be of no value as a precedent 
for the action which must be taken today. The num- 
ber of cases reopened, mostly because of court decisions, 
frequently equals, and at times exceeds, the number of 
cases closed.. And, more important than any of the 
other considerations, taxpayers are entitled to know 
with certainty their true tax liabilities within a reason- 
ably short period of time. After a very careful review 
of the entire situation, the Treasury, under the guiding 
hands of Secretary Mellon and Commissioner Blair, 
has embarked upon a very serious attempt to return to 





THE NATIONAL INCOME TAX MAGAZINE 








October, 192s 


the settlement of tax cases by administrative methods. 
It is not supposed that all litigation can be removed. In 
tax cases, just as in other cases, there are proper and 
necessary resorts to litigation. It is believed, and the 
experience of the past year has amply justified the 
belief, however, that a very large percentage of the 
cases can be fairly and finally settled by administrative 
action. 
The Special Advisory Committee 


In order to provide an agency for the consideration 
of questions of fact, a committee was created a year 
ago known as the Special Advisory Committee. The 
Committee is directly under the Commissioner of In- 
ternal Revenue and independent of the audit sections 
of the Income Tax Bureau. Facing an accumulation oi 
over 19,000 cases before the Board of Tax Appeals, 
it was imperative to confine the Committee almost ex- 
clusively to the consideration of cases in which peti- 
tions had been filed with the Board of Tax Appeals. 
Many questions of fact must depend upon the appli- 
cation of sound judgment. Exact proof is impossible. 
Valuations, depreciation, depletion, obsolescence, rea- 
sonable salaries, bad debts, represent a few of the 
types of problems which we might well admit are in- 
capable of mathematically correct computation. Again, 
taxpayers frequently produce adequate proof of facts 
after a deficiency letter has been mailed which, if pre- 
sented to the Bureau, would have resulted in a very 
different determination. The Special Advisory Com- 
mittee is ready and willing to meet taxpayers in a fair 
and informal conference in an attempt to reach an 
agreement upon the facts involved in their case. The 
functioning of the Committee during the year of its 
existence is to me a very satisfactory substantiation 
of the fact that there is an extensive field open for the 
final and expeditious administrative settlement of a 
large class of cases. 


The Review Division of the General Counsel’s 


Office 


The success of the experiment of the Special Ad- 
visory Committee has led to the recent establishment 
of a new division in the office of the General Counsel 
for the Bureau of Internal Revenue, known as the 
Review Division. This division is intended to handle 
cases involving questions of law or mixed questions of 
law and fact, in a manner similar to that in which the 
Special Advisory Committee has functioned with re- 
spect to fact cases. The field is probably more nar- 
row and the problems more difficult. Nevertheless, 
there is a real opportunity for accomplishments, and 
the Treasury is confident that the division will function 
successfully. 

Other Changes 

Other changes in administrative procedure have 
been made in the past, which have contributed and will 
contribute in a large measure to the proper administra- 
tive settlement of tax cases. These changes are dis- 
cussed in detail in the Survey and in the report of fhe 
Secretary. In addition, the Treasury is making a very 
determined effort to retain its best personnel, trained 
by years of experience and possessing the essential 
qualifications—for if the success of the law depends 
upon its administration, the administration can: be -no 
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more effective than the administrative personnel per- 
mits. A change in the form of deficiency letters, so as 
to set out more clearly the exact points of difference 
between the Government and the taxpayer, has been 
adopted and should assist effectively in narrowing the 
issues involved, and sincere efforts are being directed 
toward assuring better and more accurate deficiency 
determinations. 
Plans for the Future 


It is, of course, impossible to predict at this time 
the opportunities for further extensions of the present 
Treasury policies. I can assure you, however, that the 
present experiments, and it is frankly admitted that we 
are experimenting, are all being attempted with a view 
toward the future. Those observing the experiments 
and analyzing the results feel confident that the future 
holds real opportunities. 


Settlement as Distinguished from Compromise 


In order that any possible misapprehension may be 
removed, it is perhaps advisable to point out that there 
is a very clear, well defined distinction between the 
settlement of cases, as outlined above, and the com- 
promise of ¢ases. The Treasury does not propose to 
compromise an admitted tax liability by the acceptance 
of the payment of a smaller amount (except, of course, 
as in the past, in cases of insolvency). A tax liability 
having been finally determined must be paid. On the 
contrary, the policy of the administrative settlement of 
tax cases is applicable only to the determination of the 
tax liability, in accordance with the law and the regu- 
lations. 

Persons familiar with the determination of income 
tax liabilities must recognize that seldom, if ever, is it 
possible to compute, solely by the use of mathematics 
and without the aid of common sense, the amount of tax 
properly payable, and that a large majority of the cases 
present doubtful points. Litigation necessitates the 
expensive presentation of technical evidence and re- 
quires an answer to each point. Administrative settle- 
ment permits the application of sound as ce and 
reasonable and mutual concessions. 


The Present Situation 


The numerous inquiries which I have received during 
meetings of the Association lead me to risk the inclusion 
in this paper of a few of the statistics indicating the 
present status of the administration of our income and 
profits taxes. 

The fact that the Bureau of Internal Revenue is 
practically current in its work may again be illustrated 
by the situation as of June 30, 1928. On that date there 
were but 2,481 cases pending in the Unit for the years 
1917 to 1921, inclusive. The total number of returns 
for the years 1917 to 1925, inclusive, pending before 
the Unit was less than 135,000. There are now pend- 
ing less than one-half of the number of back year cases 
pending a year ago. Again, it should be pointed out 
that only a very small number of these cases have been 
pending for any substantial period. By far the greater 
percentage of: them are cases which have once been 
closed and have been reopened during the year by the 
filing of claims. 

The present situation with respect to the cases pend- 
ing before the Board of Tax Appeals, and the results 
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of the efforts of the past year, are very encouraging. A 
total of 7,089 cases was disposed of last year, as com- 
pared with 5,256 during the preceding year. Of the 
total number disposed of 3,497 were closed by stipula- 
tions, as compared with 2,682 stipulations during the 
previous year. The net increase in the cases pending 
before the Board was 3,158, as compared with the net 
increase for the previous year of approximately 6,000. 
For the first time since the creation of the Board, the 
number of cases disposed of by it exceeded, for three 
of the last twelve months, the number of memes filed 
with the Board. 

We must admit that the Treasury is still oceitvoniied 
with a tremendous undertaking. The job is not finished. 
In fact, the return to the administrative settlement of 
tax cases is but begun. Nevertheless, the progress of 
the past year permits of real hope for the future. 

Provisions of the 1928 Act 
Applicable to Administrative Settlement 


As stated above, the Survey was presented to the 
Joint Committee of Congress by the Treasury and to 
the Congress by the Joint Committee. In addition, the 
existing situation and the Treasury proposals were dis- 
cussed in detail before the Joint Committee, the Com- 
mittee on Ways and Means of the House of Repre- 
sentatives, and the Committee on Finance of the 
Senate. Very little was necessary in the way of legis- 
lation in order effectively to carry out the Treasury 
plans. The administrative settlement of tax cases, how- 
ever, will be aided materially by three provisions of 
the Revenue Act of 1928. 

Section 606 of the new Act provides a simple method 
for closing agreements. Under this section any tax- 
payer may enter into an agreement with the Commis- 
sioner of Internal Revenue, or an official designated by 
the Commissioner, for the closing once and for all of 
his tax liability for any year, or of any issue involved 
therein. This agreement, when approved by the Secre- 
tary of the Treasury, is absolutely final and binding 
upon all administrative offices, upon the Board of Tax 
Appeals, and upon the courts, unless fraud, mal- 
feasance, or misrepresentation of a material fact is 
shown. 

As a result of the activity of the Bureau of Internal 
Revenue, 5,269 cases were closed last year by closing 
agreements, as compared with the 1,400 cases closed 
by closing agreements for the entire preceding period. 


- The experience of the Treasury, under the more work- 


able provisions of Section 606, and with increased in- 
terest and cooperation on the part of taxpayers, per- 
mits a confident prediction of a substantial increase in 
the number of cases which will be closed finally. The 
procedure of the Bureau in entering into closing agree- 
ments is very fair and does not subject the taxpayers 
to extraordinary examinations or reaudits. To taxpay- 
ers who desire assurances of finality in back-tax liabili- 
ties, closing agreements offer attractive advantages. In 
fact, it seems to me that the advantages of closing 
agreements are strongly in favor of the taxpayer, at 
least if we assume that the Government is not the sole 
beneficiary of administrative simplicity. The Treasury 
is hopeful that the constant reopening of cases and the 
continued filing of claims will be very materially re- 
(Continued on page 388) 




























































































































































































































































































Avoidance vs. Evasion 


— of Tax Liability 


By JAmMEs L. Dour* 


Tax evasion is as old as the taxgatherer, and the would-be evader has not infrequently tested in the courts the product 


of his fertile brain. 


If his plan really avoids the tax, if he actually conducts his operations outside the scope of its effective- 


ness, his device is said to be avoidance and succeeds; if on the contrary he merely screens an operation by making it seem 
the thing it is not, then he fails and suffers the consequences of failure. To this effect are many cases.—United States Board 


of Tax Appeals in Appeal of W. C. Bradley. 


x N OLD saying has it that in this life but two 


things are certain—death and taxation. As time 

goes on there appears to be no reason for doubt- 
ing this proposition; in fact it might be added that in 
so far as taxes are concerned, they are daily becoming 
more so. What with the making of wars, the building 
of highways, the construction of ships, the maintenance 
of educational and charitable institutions, the keeping 
of law and order, and the exercising of other govern- 
mental functions, the ingenuity of the legislator is being 
strained to the utmost to devise means of increasing 
the yield of old taxes and to create new ones. It is 
true that some few governmental administrators can 
point with pride to tax reductions but 
in the main the tendency is the other 
way. As the years go by, an increas- 
ingly large portion of our national 
income is required to meet the costs 
of government. 

If death and taxation are alike in 
the certainty of their occurrence, they 
are equally similar in the reluctance 
with which the average citizen views 
their approach. And the reasons for 
his aversion to the payment of taxes 
are not difficult to find. In the first 
place, taxes are involuntary contribu- 
tions and human nature does not like 
compulsion. Then there is a general 
disinclination to surrender any por- 
tion of one’s wealth without getting 
something desirable in return and the 
benefits derived from organized gov- 
ernment are not always apparent to 
the average citizen. Perhaps the 
widespread feeling that the govern- 
ment is inefficient and wasteful has something to do 
with the taxpayer’s state of mind. Finally taxation has 
so often been used as an instrument of oppression that 
resentment against it has become a part of our very 
natures ; we dislike it as a matter of instinct and habit. 
Just which of these causes is most important is open to 
debate; there is no question, however, as to the exist- 
ence of a widespread and deep-rooted aversion to the 
payment of taxes. 


As a result of this disinclination to pay taxes, the 
citizen is frequently led to take steps to escape them. 
Some of these steps result in violations of the law and 
subject the citizen, if detected, to penalties. These steps 
involve what is known technically as evasion. The 
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government naturally takes whatever measures it can 
to prevent and detect evasions and to penalize the 
offenders. And quite apart from their illegality, these 
acts are to be condemned on principles as unworthy of 
the honest and conscientious citizen. 

On the other hand, however, certain steps may be 
taken by the citizen with a view to escaping or reduc- 
ing tax liability which are entirely legal and result in 
a diminution of the tax without liability for penalty. 
This procedure is known technically as avoidance. In 
many instances the government seeks to prevent 
avoidance, not because it is legally improper, but be- 
cause it decreases the yield of the tax in question. 
Every citizen may, however, with pro- 
priety reduce his tax by avoidance 
since he violates no law, municipal or 
otherwise. 

With a situation such as this before 
him, the taxpayer is naturally inter- 
ested in what constitutes avoidance, 
a legal and proper escape from taxa- 
tion, because the payment of taxes 
which could be avoided results in a 
mere gift to the government. The 
difficulty with the situation is that in 
many cases it is not easy to draw the 
line between evasion and avoidance. 
Certain acts of tax escaping are 
clearly cvasion; others are clearly 
avoidance ; between the two is a twi- 
light zone in which it is extremely 
difficult to determine whether a given 
act falls on one side of the line or 
the other. The desire or intention 
to escape taxation has been held not 
in itself determinative. Thus Mr 
Justice Holmes of the United States Supreme Court, 
speaking in Bullen v. Wisconsin, 240 U. S. 625, charac- 
terizes the situation as follows: 


We do not speak of evasion because, when the law draws 
a line, a case is one side of it or the other, and if on the 
safe side is none the worse legally that a party has availed 
himself to the full of what the law permits. When an act 
is condemned as an evasion, what is meant is that it is on the 


wrong side of the line indicated by the policy if not by the 
mere letter of the law. 


To illustrate by concrete example the difference be- 
tween evasion and avoidance, we may consider the case 
of a citizen who purchases bonds for investment. On 
the date of assessment (when he is obligated to dis- 
close the property he owns) he says nothing of the 
bonds. This is:a clear case of evasion. If, however, 
the bonds happen to be municipals and he purchases 
them to escape Federal income taxation, knowing that 






an op 2c oelMmlUM leet OO OO 


ct 
C- 
m 
rc 


ed 


October, 1928 


interest on municipals is exempt from that tax, he has 
clearly avoided. The difficulty comes with transactions 
such as this: suppose a law imposes a stamp tax of 2c 
on every bank check of $20 or more. A careful tax- 
payer, owing $20, writes two checks of $10 each to 
discharge his obligation and does not put on the stamp. 
Has he evaded or avoided? Mr. Justice Hunt of the 
United States Supreme Court, we in United 
States v. Edwin B. Isham, 84 U. S. 496, called this 
avoidance in the following trode : 

It is said that the transaction proved upon the trial in this 

case, is a device to avoid the payment of a stamp duty, and 
that its operation is that of a fraud upon the revenue. This 
may be true, and if not true in fact in this case, it may well 
be true in other instances. To this objection there are two 
answers: 
_1. That if the device is carried out by the imeans of legal 
forms, it is subject to no legal censure. ‘To illustrate: the 
stamp act of 1862 imposed a duty of two cents upon a bank 
check when drawn for an amount not less than $20.00. A 
careful individual, having the amount of $20 to pay, pays 
the same by handing to his creditor two checks of $10 each. 
He thus draws checks in payment of his debt to the amount 
of $20, and yet pays no stamp duty. This practice and _ this 
system he pursues habitually and persistently. While his 
operations deprive the government of the duties it might rea- 
sonably expect to receive, it is not perceived that the practice 
is open to the charge of fraud. He resorts to devices to 
avoid the payment of duties, but they are not illegal. He has 
the legal right to split up his evidences of payment and thus 
to avoid the tax. The device we are considering is of the 
same nature. 

A more modern statement of the rule is that of 
Judge Wilson in Weeks v. Sibley, 269 Fed. 155, where 
a corporation was changed into a trust for the purpose 
of escaping taxation. The statement appears as follows : 

It is the opinion of this court that the right to change the 
status of an organization, or to dissolve an organization in 
any legal manner, is not made ineffectual because the motive 
impelling the change is to reduce or avoid taxation in the 
future. The right to do se is an incidental right, inseparably 
connected with an individual’s right to own and control his 
property. It is practically identical with the sale by a citi- 
zen of tax burdened securities and the investment of the pro- 
ceeds thereof in tax-exempt ones, for the purpose of reducing 
or avoiding taxation. 

It is not unnatural that any thoughtful business man take 
such steps. It is altogether different from tax dodging, the 
hiding of taxable property, or the doing of some unlawful or 
illeral thing in order to avoid taxation. _ 

The hypothetical line between evasion and avoidance 
is therefore an important one and the search for its 
precise location goes on with all the enthusiasm of 
Ponce de Leon’s search for the Fountain of Youth. 


Il. 

The Federal income tax, with its high rates and 
general complexity, has given play to many avoidance 
schemes. In fact, the history of the law from the year 
1913 to the present time is largely a story of methods 
of avoidance developed and partially effective efforts 
on the part of Congress to “fill in the gaps’ and 
prevent avoidance, with the courts in the background 
as an umpire between the contestants. Not infrequently 
a change in the law to close one loophole merely opens 
up other possibilities of avoidance. 

One-half of one should be one-half, but in income 
taxation, because of the graduated rates, it may be 
one-quarter. Thus a single (unmarried) person with 
net income of $100,000 pays a tax of $15,843.75* while 

In ‘this and all subsequent examples given the tax would 


vary somewhat depending upon a variety of factors; the 
fizures given are typical, however. 


THE NATIONAL INCOME TAX MAGAZINE 371 


two single (unmarried) persons with net incomes of 
$50,000 each (total $100,000) pay $9,327.50, or 
$4,663.75 each, a difference of $6,516.25; a single (un- 
married) person with net income of $48,000 pays 
$4,303.75 while two single (unmarried) persons with 
net incomes of $24,000 each pay $2,017.50, or $1,008.75 
each, a difference of $2,286.25; or, in the lower income 
range, a single (unmarried) taxpayer with a net in- 
come of $4,000 pays $28.13 while two single taxpayers 
with net income of $2,000 each pay $11.26, or $5.63 
each, a difference of $16.87. 

It is possible for one to get one’s income into two 
tax returns instead of one as a matter of avoidance 
(on the right side of the line), by giving one’s wife 
sufficient of one’s property to give her an income ap- 
proximately equal to one’s own. The theory of the 
law is that husband and wife are separate persons who 
may deal with each other the same as with strangers 
so long as they deal in good faith (and a mere desire 
to escape taxation is not, standing alone, bad faith). 
Husband and wife may under the law file separate 
returns. Of course, it is not to be understood that a 
wife can report one-half of her husband’s salary in a 
separate return. That is evasion and on the wrong side 
of the line. But where A owns bonds yielding interest 
of $100,000 per annum, he can, for example, give B, 
his wife, one-half the bonds (he must be sure to give 
them to her), and presto! their aggregate tax is reduced 
by approximately $6,000. , 


The use of this means of tax reduction is in no 
way illegal because of the fact that the impelling motive 
is a desire to lessen the tax burden. In the recent case 
of Bing v. Bowers, 22 Fed. (2nd) 450, Judge Mack 
of the United States District Court for the Southern 
District of New York, said the following: 

There is in my judgment no impropriety in making a gift or 
assignment to members of one’s family, even though it be for 
the very purpose of cutting down the total family income tax 
contribution to the government, as long as the gift or assign- 


ment is, as in this case, actual and bona fide. Whether or not 
plaintiff was actuated by this motive is therefore immaterial. 


Income division for the purpose of tax avoidance has 
many variations. For instance, A, a taxpayer, with an- 
nual net income from bond interest of $100,000 takes 
a flyer in the stock market. He buys 250 shares of X 
Company stock for $25,000. The fates are kind to him 
and in the course of time he sees that he can sell for 
$51.000, taking a profit of $26,000. Looking forward 
to the next Ides of March, he notes that on this $26,000 
profit his tax will be $6,500. So he gives the shares to 
his wife. She sells them and keeps the proceeds as her 
own. There was a time when Mrs. A’s gain would be 
only the excess of the amount she received over the 
value of the securities at the date of the gift. Under 
the existing law her taxable gain is $26,000, thanks 
to an effort on the part of Congress to “plug up a 
gap.” But her tax on a net income of $26,000 is 
$1,637.50 and Mr. and Mrs. A have still “avoided” to 
the tune of $4,862.50! And at that the Congressional 
effort just referred to is alleged by some to be a foul 
blow—tiie umpire (Supreme Court) has not yet spoken. 
It may be that Mrs. B has received stock worth $51,000 
and sold it for the $51,000—no taxable gain! 

It may also be in the above case that Mr. A requires 
the $51,000 proceeds of the sale in his business. After 
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the sale he borrows the money from Mrs. A giving 
her his note upon which he regularly pays 6 per cent 
interest. The Commissioner of Internal Revenue calls 
this evasion but the United States Board of Tax Ap- 
peals sees it on the “right” side of the line, i. e., 
avoidance. 


It is well to note in this connection that there are 
definite limits to which the policy of avoiding can be 
carried. 

These limits are well illustrated by a recent decision 
of the United States Board of Tax Appeals in the 
Appeal of Julius Rosenwald. Mr. Rosenwald had or- 
ganized a corporation known as the Julius Rosenwald 
Fund for charitable, scientific, educational and religious 
purposes. To provide funds for the corporation he as- 
signed dividends on stocks, -interest on a promissory 
note and rental from certain properties to the corpo- 
ration. He also clipped coupons on Liberty Bonds prior 
to maturity and gave the coupons to the corporation. 
The Board of Tax Appeals decided that the assign- 
ment took effect only after the income had been re- 
ceived by Mr. Rosenwald and that he was therefore 
obligated to pay taxes on such income. 

The use of one’s wife or children in avoiding income 
taxes is open to objection on the part of some tax- 
payers. Avoidance is all right, they say, but can one 
trust one’s wife? Or is it a desirable thing to give 
money to one’s chlidren? After all, they say, what 
' shall it gain a man to avoid a tax of $4,862.50 if in 
the process he must give his wife stock worth $51,000? 
And where he is willing to give, is he not making 
a spendthrift of his child by so doing? The answer to 
these questions require a further glance at the avoidance 
vista. One can give absolutely and outright but one 
can also give and retain a measure of control. For in- 
stance, the avoidance can be accomplished by giving 
in trust so that a trustee, properly instructed, con- 
trols the subject-matter of the gift and the wife or 
children get the income and nothing else. At one time 
one could even retain the power to revoke the trust 
but Congress now says that in that case the income 
is still taxable to the donor. For some situations the 
creation of a trust offers possibilities. 

If the trust arrangement is for one reason or another 
unsatisfactory, the corporation may be used. This 
peculiar institution is of sufficient importance in the 
tax avoidance field to warrant further discussion below. 
For the time being, suffice it to notice that the owner 
of property desiring to effect a division of income 
among the members of his family may transfer such 
property to a corporation. By retaining 51 per cent 
of the stock, he retains control of all the property and 
gives up only 49 per cent of the income. By creating 
two classes of stock (common and preferred), he can 
give a larger share of the income and still retain con- 
trol by holding that class of stock (common) which 
carries the voting power. 

The courts are being called upon with increasing 
frequency to pass upon devices for avoiding the Federal 
income tax along the lines indicated above. Two cases 
within the last few days illustrate the results. In Bing 
v. Bowers, the taxpayer assigned income from real 
property to his mother. The court held that the assign- 
ment took effect only after the income was received 
and therefore the taxpayer must pay income tax on 
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the income. In other words the transaction was viewed 
as a receipt of income, followed by a gift. Avoidance 
was thus not accomplished. The Board of Tax Ap- 
peals held, in a case where the owner of oil leases had 
assigned part of the lease to others, that the income 
on the assigned portion was not taxable to the assignor. 
Thus the taxpayer succeeded in avoiding. 

Another interesting angle of the avoidance question 
under the Federal Income Tax law arises in connec- 
tion with the taxable period. Income taxes are based 
on a period of twelve months. Income of $100,000 
received in one taxable year pays a tax of $15,843.75 
whereas if it is received in two equal parts in two 
taxable years the tax is $4,663.75 per year, or a total of 
$9,327.50. The question here is how can income be 
reported in two successive returns rather than in the 
return of a single year. The so-called installment sale 
offers possibilities. Thus, if a taxpayer sells a piece of 
property at a profit of $50,000 (and has no other in- 
come in the taxable year), -his tax-bill would be 
$5,171.87. If, however, he arranges the sale so that 
he receives less than 40 per cent of the selling price 
in the first year and provides for the payment of the 
balance of the price over a period of years, the tax- 
bill is substantially reduced. If he gets one-fifth of 
the purchase price, in each year, over a period of five 
years (and has no other income), the annual tax-bill 
is $191.87, a total of $959.35, and he has avoided to 
the extent of $4,212.52. The effect of a situation like 
this on sales of real estate and personal property may 
readily be imagined. The same idea may be applied in 
other situations. For certain taxpayers and under cer- 
tain conditions the time when taxable income is received 
is determined by the receipt of. cash. In many situa- 
tions the time of receipt of cash can be controlled. 

III. 

Reference has been made above to the use of the 
corporation as an instrument of tax avoidance. Here 
the situation is indeed complex and it is not possible 
in an article of this kind to indicate except in a most 
general way what the possibilities are. The whole story 
is one of almost unbelievable complexity including all 
the intricacies of the corporate form or organization, 
of corporate reorganizations, of changes in capital 
structure, of conveyances to corporations and kindred 
subjects. The starting point in the story lies in a con- 
sideration of the nature of a corporation. In the eyes 
of the lawyer the corporation is regarded as an “artifi- 
cial person”. No layman could ever hope to understand 
fully what this means. A corporation is not the same 
as its stockholders (even though it have a single stock- 
holder), it is not the same as its officers, its employees. 
its properties, or anything else. It is treated as if it 
were a person quite apart from any of the living per- 
sons having relations with it. 

In the conduct of fiscal transactions, men may adopt 
various methods for the accomplishment of their pur- 
poses. Thus an individual desiring to enter business 
may decide to trade as an individual. If he requires 
more capital than he himself can provide, he may adopt 
the partnership form as a trading organization. He 
can do business as a trust or he can organize a cor- 
poration. In making his decision, he will consider the 
taxes to which he will be subject under each method. 
He will find that there is a great variation in the taxes 
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among the various methods. Having adopted one 
method, he may find that some other method is better 
adapted to- his needs. Indeed, the taxes.to which the 
business is subjected may be the very influence which 
prompts a change to some other form. In this connec- 
tion it is perfectly clear that any change in the form 
of the business organization made for the very purpose 
of escaping taxes is avoidance in that it involves no 
violation of the law. 


A simple situation will serve to introduce to you this 
phase of the subject. Suppose a man is engaged in 
business with an annual net income of $111,500. As- 
sume that he has no other income or expenses. Subject 
to one or two qualifications the Federal income tax at 
present rates upon this net income would be $18,718.75. 
If we were to assume, however, that the business was 
incorporated and that the sole owner of its stock drew 
a salary of $11,500 from the corporation, the tax situa- 
tion would be as follows: The corporation would pay a 
Federal income tax at present rates of $12,000; the 
sole stockholder would receive a salary of $11,500 and a 
dividend of $88,000 being the balance of the corpora- 
tion’s net income after paying the Federal income tax. 
The stockholders’ tax (again at present rates) upon 
receipt of this amount of salary and dividends would 
be $11,775. In other words, the combined tax upon the 
corporation and the individual would be $23,775. Here 
then is a situation in which the conduct of a business 
under the corporate form would result in a substantial 
increase in the tax. In many situations a similar result 
would follow. In other situations, however, the tax 
would be reduced because of the use of the corporate 
form. Whether the corporate form involves more or 
less tax is a question which involves a great many 
factors and requires a great deal of careful analysis. 

In the above situation, however, one factor must be 
considered further. It was assumed in that computa- 
tion that the corporation would pay out its entire net 
income as a dividend. If the corporation does not pay 
a dividend, but accumulates its profits, the tax would 
be substantially less. If the entire income were accumu- 
lated (not distributed), the corporate tax would be 
$12,000 and the stockholder would pay $221.25 on his 
salary, a total of $12,221.25, which may be compared 
with the tax of $18,718.75 which would be paid if the 
business were conducted as an individual. In view of 
this fact, the taxpayer attempts to escape taxes by or- 
ganization of a corporation and not paying dividends. 
For preventing this type of escape, the Revenue Act 
contains a provision that a penalty shall be imposed 
upon a corporation which does not pay dividends and 
accumulates its profits “beyond the reasonable needs of 
the business”. An accumulation for the “reasonable 
needs” of the business is therefore avoidance; an accu- 
mulation beyond such needs is evasion. It is obvious 
that in a situation of this kind, the government will be 
forced to deal with a great many attempts to escape 
taxes, and the problem of whether the attempt is 
evasion or avoidance is a matter requiring the services 
ot experts for its solution. For instance, corporations 
may accumulate their profits for a variety of purposes. 
It is clear that there is no evasion where the corpora- 
tion uses its profits for the acquisition of additional 
plant and equipment in the expansion of its business. 
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Likewise, it may retain its profits to provide for addi- 
tional working capital, as for instance an increase in its 
inventories. It may use the profits to discharge in- 
debtedness, as for instance the retirement of bonds. 
All these cases are illustrations of avoidance. In other 
instances, however, the failure to pay dividends would 
be evasion. 


The corporation provides additional possibilities of 
avoidance. Two of the most important possibilities 
are those connected with transfers of property to a 
corporation by a stockholder, actual or prospective, and 
with corporate reorganizations. One result of the legal 
theory of the corporation is that the stockholder may 
deal with a corporation in the same manner as he deals 
with another individual and this is true even though 
a single stockholder owns all of the outstanding stock. 
For purposes of income taxation, profits on sales or 
other dispositions of property are based on the excess 
of the amount received over the cost. In connection 
with the corporation, it is important to note that where 
a corporation acquires property through issuance of its 
stock, the cost to the corporation is in many cases the 
equivalent of the market value of the property acquired 
at the date of acquisition. The market value may be 
measured in terms of the property itself, or if the cor- 
poration’s stock has a market value, the latter may be 


- used to determine the value of the property acquired. 


Going back to the case of the man who has pur- 
chased property for $25,000, and who sees an oppor- 
tunity to dispose of that property for $51,000, it has 
been noted above that the tax on such profits would be 
$6,500. Instead of selling the property, he organizes 
a corporation and conveys the property to the corpora- 
tion in exchange for its stock. The market value of 
the property (the price at which he could sell, i. e., 
$51,000) becomes the cost of such property to the cor- 
poration. Upon subsequent sale of the property by the 
corporation, the taxable gain should be the excess of 
the amount received by the corporation over $51,000. 
In order to prevent this method of escape from taxa- 
tion, the law provides that the profit to the corporation 
shall be measured by the excess of the selling price 
over the transferror’s cost. Whether this effort of 
Congress to prevent avoidance is successful or not re- 
mains to be seen. If the legislation is unsuccessful, 
the stockholder has avoided a tax of $6,500. 

Suppose, however, that we concede the validity of 
the Government’s effort to prevent this type of avoid- 
ance. The corporation upon selling the property -for 
$51,000 realizes a profit of $26,000. The corporate 
tax on this profit would be $3,120, and the stockholder 
has still avoided taxes in an approximate amount of 
$3,000. Of course he is going to have some difficulty 
in accumulating these funds in the hands of the cor- 
poration and not paying them out as a dividend. In 
other words, he must find a “reasonable need” for 
such funds in the corporation’s hands. | 

A situation very similar to the foregoing exists with 
reference to the depreciation on property. Thus if A 
has property costing $25,000 which he uses in his busi- 
ness and which has an estimated life of fifty (50) 
years, he may take a deduction in each year’s return 
for exhaustion, wear and tear of $500. If the prop- 
erty is worth $100,000 and he conveys it to a corpora- 
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tion in exchange for its stock, the cost to the corporation 
is $100,000 and the corporation’s annual deduction for 
depreciation should be $2000. Here again, however, 
Congress has made an effort to prevent this type of 
avoidance by providing that the depreciation of the 
corporation shall be computed on the same basis as if 
the property still belonged to the individual. Whether 
this attempt is successful remains to be seen. If it is 
not A can thus secure (through the medium of the 
corporation), an annual deduction of $2,000 in place 
of $500. 

The characteristics of dealings between a stockholder 
(actual or prospective) and a corporation are found in 
dealings between two corporations. Thus to cut down 
the profit upon sales or to increase the amount of the 
deductions for depreciation, corporate reorganizations 
of every kind and description are found. A series of 
very complicated provisions in the Revenue Act seek 
to prevent this type of avoidance. How far they are 
successful remains to be seen. 

An interesting possibility of avoidance in connection 
with the corporation arises where the corporation owns 
property which it proposes to sell. If it does, it will 
be taxed on the gain and when that gain (minus the 
tax) is distributed to stockholders, it will be taxed 
again. Avoidance may be accomplished here by hav- 
ing the corporation dissolve, convey its property to the 
stockholders and having the sale made by the stock- 
holders. The gain is thus taxed only once. 

In addition to the foregoing, the use of the corpora- 
tion involves a great many other possibilities. In the 
case of a closely held corporation, the profits may be 
distributed under the guise of salaries. This is evasion. 
However, within certain limits, salaries may be in- 
creased or decreased with a resultant saving in tax, all 
of which is a matter of avoidance. Possibilities arise 
in connection with the issuance of corporate obliga- 
tions. Where these obligations resemble bonds, the 
interest paid thereon is deductible and serves to reduce 
the tax. Where these obligations resemble stock, the 
dividends paid thereon are not deductible and the cor- 
porate tax is not reduced.’ In the case of a corpora- 
tion with outstanding capital stock of $200,000 upon 
which a 6% dividend is paid, it is possible to reduce 
the corporate tax by converting a part of the stock into 
Debenture Bonds. If this is done with half of the 
stock, there will be outstanding bonds in an amount of 
$100,000, upon which the interest ($6,000) is deduc- 
tible, and will effect an annual saving in corporate tax 
of $720. There will be some slight increase in the tax 
upon stockholders but not enough to offset the advan- 
tage gained. This change is clearly a matter of 
avoidance. 

It would be impossible to consider in an article of 
this kind, the various additional possibilities of avoid- 
ance in connection with. the Federal Income Tax. 
Possibilities arise in connection with corporations in 
their consolidations, installment sales of real and per- 
sonal property, exchanges of property for other prop- 
erty of like kind, insurance, stock dividends, net losses, 
capital gain, etc. The above will serve to illustrate 
these possibilities. 

IV. 

Inheritance taxes, both state and Federal, are prob- 

ably of next importance in the field of tax avoidance. 
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The owner of property generally realizes that upon his 
death, a substantial portion of his property will be 
taken by the government in the form of death taxes. 
As a result his heirs will receive a reduced heritage. 
It is only natural in this situation that the property 
owner seeks to protect the younger generation by giv- 
ing them all or part of his property before he dies. 
The rates of these taxes are generally graduated with 
the result that the taxpayer seeks to reduce his risk by 
dividing his property with people of his own genera- 
tion, prior to the time of his death. These divisions 
are usually accomplished through the medium of gifts, 
with the result that the public is frequently surprised 
at the death of a wealthy man because of the smallness 
of his estate. The prevalence of gifts for this purpose 
led to the enactment in 1924 of a tax upon gifts which 
was, however, speedily repealed. 

One objection to the making of gifts on the part of 
taxpayers lies in the fact that they are loath to sur- 
render the control of their property. As in the case 
of the income tax, however, gifts may be made in 
which a measure of control is retained. This is ac- 
complished through the medium of trusts where a 
trustee properly instructed controls the subject-matter 
of the gift with direction to pay the income to specific 
persons and at specific times to turn the property over 
to the desired beneficiaries. In like manner control 
may be exercised through the medium of a corporation 
to which the property is turned over, the gift taking 
the form of transfers of the shares of the corpora- 
tion’s stock. As in the case of the income tax, a 
measure of control may be retained even though the 
income of the property be given up. 

The Government seeks to prevent this escape from 
taxation with its consequent reduction in the public 
revenue by attacking these distributions on two 
grounds: In the first place, the Revenue Laws provide 
that where such distribution is made “in contemplation 
of death” the property shall be taxed at his death just 
as if no distribution had been made. This raises a nice 
series of questions as to when a distribution of property 
is made in contemplation of death. The term does not 
include that general contemplation of death which every 
man has but rather something in the nature of an 
apprehension that death is to come within a compara- 
tively short time. If the individual waits until he is 
on his death-bed, his distributions are ineffectual. If, 
however, he acts before he has any disease or imme- 
diate prospect of death, he has avoided. As a general 
proposition, the Government has not been very success- 
ful in establishing the existence of the “contemplation 
of death” element in gifts. So much so in fact, that 
it has been said that the entire tax should be abandoned 
as ineffectual. A similar rule is applied where a dis- 
tribution is made which is “intended to take effect upon 
death.” If a man conveys his property to a trustee 
with instructions to the trustee to pay the income from 
the property to him as long as he lives, and upon his 
death to turn the property over to others, the gift is 
said to take effect in enjoyment or possession at his 
death. This raises another series of interesting ques- 
tions as to whether a given devise is evasion or avoid- 
ance. Both the Federal and the state authorities are 
forced to struggle with this problem from day to day. 

(Continued on page 389) 
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Hundreds of Millions in Tax Refunds. 


at Stake in Railroad Test Case 


case of the Lehigh & Hudson River Railway 

Company v. Commissioner of Internal Revenue 
which was recently tried before the Board of Tax 
Appeals and upon which briefs were filed by counsel 
for both parties on June Ist. The case is generally 
regarded as a test case to determine the taxability of 
allowance or payments made by the Director General 
of Railroads to American railroads in final settlement 
of disputes arising out of Federal Control. It is con- 
servatively estimated that such allowances and pay- 
ments aggregate in excess of several hundred millions 
of dollars and that if such allowances are held to be 
taxable income the Commissioner will collect from 
American railroads between fifty and seventy-five mil- 
lions in taxes. 

The Lehigh & Hudson River Railway Company case 
is typical of all the carriers, the facts therein being 
closely similar to those which will apply to every 
American railroad. These facts may be outlined 
briefly as follows: 

On January 1, 1918, virtually all the transportation 
systems of the country were taken over by the Federal 
Government in pursuance of the proclamation of Presi- 
dent Wilson dated December 27, 1917. On March 1, 
1918, Congress enacted the Federal Control Act. This 
act authorized the President to agree with each carrier 
that during the period of Federal control it should re- 
ceive as just compensation an annual sum equivalent to 
its average annual railway operating income for the 
three years ended June 30, 1917. Such average annual 
railway operating income for the so-called test period 
was to be ascertained by the Interstate Commerce Com- 
mission and certified by it to the President. The Fed- 
eral Control Act further provided that “each such 
agreement shall contain adequate and appropriate pro- 
visions for the maintenance, repair, renewals and de- 
preciation of the property, for the creation of any 
reserves or reserve funds found necessary in connec- 
tion therewith, and for such accounting and adjust- 
ments of charges and payments, both during and at 
the end of Federal Control, as may be requisite in order 
that the property of each carrier may be returned to it 
in substantially as good repair and in substantially as 
complete equipment as it was in at the beginning of 
Federal Control.” A 

On March 26, 1919, the Lehigh & Hudson River 
Railway Company executed a standard form of con- 
tract with the Director General in pursuance of the 
foregoing statute. This agreement provided that the 
annual compensation, based on the test period railway 
operating income, should be $519,371.13. The railroad 
received this amount and reported it as taxable income 
during each of the years of Federal Control which 
terminated on February 29, 1920. At the hearing, 
counsel for the petitioner conceded that such annual 
compensation properly was to be considered as income. 

On February 28, 1920, Congress passed the Trans- 
portation Act, which provided that Federal control 
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should terminate at midnight on February 29, 1920, 
and which authorized the President, acting through the 
Director General to make final adjustment, settlement 
and liquidation of all matters arising out of or incident 
to Federal control. The Lehigh & Hudson River Rail- 
way Company thereafter filed its claims for such final 
settlement. 

These claims covered a number of items includin 
claims for undermaintenance of ‘ways and structures, 
for undermaintenance of equipment, for equipment 
retired and destroyed, for depreciation, for shortage of 
material and supplies returned at the end of Federal 
control, and other items appearing on its books. The 
claims as filed by the carrier aggregated $512,708.51. 
There were controversies on the different claims and 
the office of the Director General had set up on its 
books the amounts which that office contended were 
due the corporation. The accounts so set up by the 
Director General indicated that the company was en- 
titled to only $153,189.40 instead of $512,708.51. Con- 
ferences were held and finally in the early part of 1921 
the Director General offered the round sum of $225,- 
000.00 in final settlement of all matters arising out of 
Federal control. This sum was accepted by the carrier 
and a final release and settlement agreement was 
executed. The accounts of the Director General and 
of the carrier were adjusted to balance with the amount 
so agreed upon. . 

Included in the assets and property taken over by the 
Director General at the beginning of Federal control 
was an inventory of material and supplies having a total 
value of $366,700.71. At the end of Federal control a 
like inventory, having a total cost of $223,609.58, was 
turned back to the carrier. The company in its claim 
for final settlement contended that it should be allowed 
$248,172.70 to make good the shortage at the then 
market value of such material and supplies. The 
Director General’s books contained the amount of 
$234,841.56. Likewise the carrier filed a claim amount- 
ing to $350,478.02 which it contended was necessary to 
make good the undermaintenance of ways, structures 
and equipment. The books of the Director General 
before final settlement contained this item in the amount 
of $69,441.00. 

No express agreement was reached as to either of 
these items in the final settlement for a lump sum. 
Following that settlement, however, the Director Gen- 
eral allowed his books to stand as to the material and 
supplies inventory and adjusted the undermaintenance 
figure to the amount of $141,251.60 so as to balance 
his accounts with the lump sum settlement of $225,- 
000.00. 

The Commissioner, in preparing the notice of defi- 
ciency, held that the amounts shown on the Director 
General’s books were allowances for materials and sup- 
plies shortage and for undermaintenance and held that 
such allowances constituted taxable income. He there- 
fore added to income the amount of $141,251.60 for 
undermaintenance and $121,750.45 as an alleged profit 
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resulting from the allowance for shortage of inventory. 
This amount was computed as follows: 


Jawentory turmed back. . 25.26.00. cccccscccctecsens $223,609.58 
Alleged allowance ......... ee pF ee ea, 234,841.58 
NN 2 A BU ee eis a eset Ade eas eee $458,451.16 
Less: Value of inventory taken over............... 336,700.71 
EE MOE os eee ccus cectssurceeeuaseanewe $121,750.45 


At the hearing of the case, counsel for the Commis- 
sioner conceded that the allowance for undermainte- 
nance to make good the properties taken over was not 
income. The case was, therefore, tried upon the issue 
as to whether the amount of $121,750.45, alleged profit 
resulting from the inventory adjustments, constituted 
taxable income. 

Counsel for the petitioner, in oral argument at the 
hearing and in brief filed on June Ist, contended that 
there were two definite guarantees made by the Presi- 
dent’s proclamation and the Federal Control Act: (1) 
that there should be paid annual compensation for the 
use of the properties, which clearly was income, and 
(2) that there should be paid to the carrier such amount 
as was necessary to restore the capital structure taken 
over in substantially the same condition as when taken 
over. It was contended that, inasmuch as the annual 
compensation had been definitely determined at the 
time of final settlement, the sole remaining obligation 
of the Director General at such time was to restore the 
capital structure of the carrier and that such restora- 
tion was expressly intended by Congress to be a capital 
contribution which could not give rise to taxable in- 
come. This distinction between capital and income, it 
was argued, is the same distinction which has been 
consistently made by the courts in construing the reve- 
nue acts. 

Counsel reviewed many court decisions dealing with 
capital and income and relied strongly upon the deci- 
sion of the Supreme Court in the case of Edwards v. 
Cuba Railroad Company, 268 U. S. 628, and on the 
decisions of the Board in the Appeal of Liberty Light 
& Power Company, 4 B. T. A. 135, and in the Appeal 
of the Great Northern Railway Company, 8 B. T. A. 
275. Under these decisions, it was submitted that any 
payment or allowance which was made in final settle- 
ment was intended by Congress to be a capital contri- 
bution for the purpose of restoring the capital structure 
and did not constitute taxable income within the mean- 
ing of the Constitutional concept of the term and the 
revenue acts. 

The petitioner advanced the further arguments that 
the United States is a governmental entity. It can not, 
therefore, through one administrative branch take back, 
under the guise of taxation, any portion of the capital 
which Congress expressly provided in the Federal Con- 
trol Act should be allowed to make whole the capital 
structure of the carrier. It was contended that inas- 
much as the lump sum settlement was made without 
specific regard for particular items in controversy, 
the adjustments made by the Commissioner have no 
existence in fact except as bookkeeping entries to bal- 
ance the books of the Director General and the peti- 
tioner. Such specific items may not be used, it was said, 
to vary the lump sum settlement which was a contribu- 
tion or return of capital. In anticipation of the Com- 
missioner’s argument that the material and supplies 
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adjustments constituted a conversion of assets, the peti- 
tioner assumed, for purposes of argument, that there 
were specific allowances. Attention was then called to 
the fact that the alleged profit, which the Commissioner 
asserts, resulted from the increase in value of units 
of materials and supplies during the period of Federal 
control and that this was likewise true of the entire 
railroad system, and that if there was a profit resulting 
from the returning and making good of the inventory, 
should not the railroad be taxed on the increase in value 
of its entire railroad system? This, it was said was 
contrary to the holding of the Supreme Court in the 
Cuba Railroad decision. 

Again petitioner pointed out that, even assuming that 
there was an express allowance, as to nearly half of 
the inventory there never was any realization or con- 
version at all because such portion thereof was re- 
placed in kind by an actual inventory turned back. 
Testimony was given at the hearing that during the 
years 1920 and 1921 immediately following Federal 
control the carrier had expended approximately $500,- 
000.000 for materials and supplies. This, it was con- 
tended, was in replacement of the inventory taken over 
by the Government and counsel submitted that even 
though it should be held that the final settlement allow- 
ance could result in taxable income, such replacement 
brought the transaction within the involuntary conver- 
sion theory of Section 274 (a) (14) of the statute and 
exempted the allowance from taxation. 

SUMMARY OF BRIEF 

The brief of respondent was based almost entirely 
upon the contention that there was a conversion of the 
materials and supplies into cash and that such conver- 
sion constituted a realization of.income. No authori- 
ties were cited in the respondent’s brief and it was sub- 
mitted that the expenditures during 1920 and 1921 had 
not been identified as being in replacement of the in- 
ventory taken over by the Government. The brief of 
respondent is summarized in the conclusion, as follows : 

Counsel for petitioner lays great stress on the obligation of 
the Government to return to the taxpayer its capital structure 
unimpaired and his emphasis is on the word ‘capital’. This 
emphasis we feel is employed in the general hope of making a 
distinction between capital and income. The phrase ‘return 
capital structure unimpaired’ is meaningless if unexplained. In 
this connection it will not bear explanation. 

It is true that there existed on the Government an obliga- 
tion to return the various carriers’ properties to them in an 
unimpaired condition. If the Director General had at his own 
expense bought materials and supplies to the extent of the 
shortage in this case and had delivered them to the taxpayer 
the obligation would have been met and the taxpayer’s books 
of account would have showed the same inventory as that taken 
over by the Director General, namely, $336,700.71, and when 
such materials and supplies were all expended in the operation 
of its road the carrier would have obtained a total deduction 
of $336,700.71, the actual money cost to it of such items. Ii 
the carrier had used the materials and supplies in capital im- 
provements or additions then the same cost would have come 
into its basis for depreciation, retirement or other adjustments 
affecting income in the course of time. What the carrier did, 
however, was to set up on its books the $273,609.58 of inventory 
turned back in kind and in addition thereto acquired at some 
time eventual replacements of the shortage, and probably more, 
with funds from the Director General amounting to $234,841.58, 
a total of these items being $458,451.16. Thus, when the ma- 
terials and supplies to the equivalent of the original opening 
inventory were finally expended by it, its deduction from in- 
come would be a total of $471,354.26 instead of $336,700.71. 
The difference, in other words, between what it is entitled to 
(Continued on page 387) 


Or | 






er 
ri- 
1b- 
ad 
in- 

of 
VS: 

of 
ure 
‘his 
fa 
urn 

In 


iga- 
an 
wn 
the 
iyer 
oks 
ken 
then 
tion 
tion 
li 
im- 
ome 
ents 
did, 
tory 
ome 
10re, 
1.58, 
ma- 
ning 
1 in- 
0.71. 
d to 


Tax Liability of American Firms 
Doing Business in Canada 


CHARLES Ray GRUNY* 


ANADA, at present the second largest customer 
for products from the United States, offers a 
profitable market and field for the operations of 
American business men. Among the factors which in- 
fluence this trade are the geographical proximity to the 
United States, similarity of tastes of the inhabitants of 
the two regions, and a common heritage of laws and 
customs. Of even greater material importance is the 
ease with which an efficient merchandising system em- 
ployed in the United States may be made to function 
properly in Canada without the hampering effect of 
onerous regulations and requirements. A lower rate 
of taxation for business enterprises, and individuals as 
well, is another consideration. 


Many American Firms Incorporate in Canada 


If the American firm does not wish to register under 
the laws of the Provinces, it may still do business under 
the laws of Canada, either by incorproating a local 
company under the laws of the separate Provinces or 
by forming a company under the laws of the Dominion. 
Inasmuch as taking out a license to do business, or 
registering, involves practically as much expense and 
formality as forming a company under the laws of the 
Dominion, many American firms have preferred to in- 
corporate under the laws of the Dominion and thus 
gain the various advantages, both psychological and 

practical, which are to be obtained by 





Two fundamental questions must 
be considered by every American 
firm intending to carry on business 
in Canada—first, whether the pro- 
posed method of operation makes it 
necessary that the firm comply with 
the registration or licensing require- 
ments of the Province in which the 
business is to be carried on, and sec- 
ond, whether or not it incurs liability 
to taxation. 


Registration a Provincial Matter 


Registration as an extraprovincial 
company to do business in Canada, 
or, in other words, seeking a license 
or permission to carry on business in 
Canada, is a provincial matter. Each 
Province has its own laws concerning 
the registration of foreign companies, 
but the requirements are essentially 
the same. Registration is required 





operating through a company formed 
under the laws of the country in 
which the business is to be carried on. 
Another reason advanced for form- 
ing a local company is that Canadian 
profits are more easily segregated and 
the determination of liability to the 
Canadian and United States income 
taxes is greatly facilitated. 

A company which is formed under 
the laws of any one Province in Can- 
ada must, like any other foreign cor- 
poration, take out a license to do 
business, or register, in each Prov- 
ince in which it contemplates carry- 
ing on business. This expense and 
trouble may be greatly reduced by 
forming a Dominion company. In 
the case of a Dominion company, no 
license or registration is needed to do 
business in each of the separate Prov- 





whenever the foreign firm establishes 
a shop, warehouse, factory, or branch 
office of any kind within the Province. The British 
Columbia Companies Act, 1921, for example, provides 
that every extraprovincial company which carries on 
business in the Province shall be registered, and then 
defines “carrying on business” as follows: “Carrying 
on business does not apply to an extraprovincial com- 
pany which has no resident agent or representative or 
no warehouse, office, or place of business in the Prov- 
ince.” A firm, therefore, which has a resident agent 
or representative, a warehouse, office, or place of busi- 
ness within the Province would be deemed to be carry- 
ing on business within the Province and, consequently, 
subject to registration. Severe penalties for failure to 
comply with the registration provisions are imposed by 
the various Provinces, and companies thus operating 
are subject to certain disabilities. 

*Of the Division of Commercial Laws, U. S. Department of 


Commerce. Article reprinted from Commerce Reports, issue of 
\ugust 13, 1928. 


CHARLES Ray GRUNY 


inces. The Dominion company has 
the right to carry on business in any 
or all of them without the necessity 
of registering, with the possible exception of British 
Columbia, where the situation is not entirely clear. In 
case the American firm intends to do business in but 
one Province in Canada, it is advisable either to register 
to do business as an extraprovincial company or to form 
a domestic company, under the laws of the Province. 
If, however, the firm intends to extend its operations 
over several Provinces, then it probably is advisable to 
form a Dominion company, and thus reduce the neces- 
sary expenses and formalities. 


If the company is to hold real estate, whether for the 
purpose of its business or not, it must apply for a 
license in mortmain in the Province. 

This article will not permit a full treatment of the 
requirements and fees to be paid in the Dominion and 
in each of the separate Provinces for the formation of 
local companies. This detailed information is con- 
tained in Trading under the Laws of Canada, recently 
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issued by the Division. of Commercial Laws as Trade 
Promotion Series No. 66. 


Registration Requirements of the Provinces 


The registration requirements of the various Prov- 
inces differ slightly in some respects, but the company 
is usually required to file copies of the articles of asso- 
ciation or charter and by-laws, and also to have an 
attorney or agent resident within the Province to ac- 
cept service of process of any suit or proceedings by or 
against the company within the Province and to receive 
notices on behalf of the company. 


The fees to be paid vary according to the amount of 
capital to be employed and are different in each Prov- 
ince. In a number of Provinces the schedules of fees 
for incorporation and for registration are the same. 


Principles of Tax Liability 


Tax liability in Canada depends largely on whether 
the American firm does business with Canada or does 
business within Canada. If it receives orders from 
Canada and ships the goods direct to the Canadian 
customer, it is doing business with Canada and is not 
taxed. If, however, the firm maintains an office, shop, 
warehouse, or branch factory in Canada, or has an 
agent or employee solicit orders in Canada, or carry 
on business for the nonresident firm, then it is con- 
sidered as doing business within Canada and the trans- 
action is subject to taxation, both under the Dominion 
and provincial acts. 


The distinction between liability and nonliability to 
taxation is very finely drawn. The Canadian Dominion 
income tax act of 1917, as amended up to 1928 (ch. 97, 
Revised Statutes of Canada, 1927), contains the follow- 
ing pertinent provisions : 

24. The income liable to taxation under this act of every 
person residing outside of Canada, who is carrying on busi- 
ness in Canada, either directly or through or in the name of 
any other person, shall be the net profit or gain arising from 
the business of such person in Canada. 

26. Where a nonresident person produces, grows, mines, 
creates, manufactures, fabricates, improves, packs, pre- 
serves, or constructs, in whole or in part, anything within 
Canada and exports the same without sale prior to the ex- 
port thereof, he shall be deemed to be carrying on business 
in Canada and to earn within Canada a proportionate part 
of any profit ultimately derived from the sale thereof out- 
side of Canada. The Minister (of National Revenue) shall 
have full discretion as to the manner of determining such 
proportionate part. 

27. Any nonresident person soliciting orders or offering 
anything for sale in Canada through an agent or employee, 
and whether any contract or transaction which may result 
therefrom is completed within Canada or without Canada, 
or partly within and partly without Canada, or any non- 
resident person who lets or leases anything used in Canada. 
or who receives a royalty or other similar payment for any- 
thing used or sold in Canada, shall be deemed to be carrying 
on business in Canada and to earn a proportionate part of 
the income derived therefrom in Canada. The Minister 

shall have full discretion as to the manner of determining 
such proportionate part. 


Selling Direct to Customer Relieves American Firm 
from Payment of Income Tax 

As a result of the foregoing provisions, whenever an 

American firm sends a traveling salesman to solicit 

orders in Canada, or appoints a resident Canadian 


agent for that purpose, it becomes technically liable to 
the Dominion income tax. The most clear-cut method 
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of avoiding this tax liability is for the American firm 
to sell direct to the Canadian customer, and he as dis- 
tributor or retailer bears the tax when he resells the 
goods. Provincial income-tax acts contain similar pro- 
visions, and in the event that the firm does business in 
a Province. having such legislation the firm becomes 
liable to tax under both acts. The Dominion income 
tax on corporations and joint-stock companies is as- 
sessed at the rate of 8 per cent on the annual income in 
excess of $2,000. This rate was established by an 
amendment to the income tax act which was passed 
March 29, 1928, and received loyal assent March 30, 
1928. 


[Trading under the Laws of Canada, Trade Promotion Series 
No. 66, covers such subjects as methods of business operation, 
corporation laws, partnerships, agency and dealer agreements, 
powers of attorney, contracts, sales, installment sales, negotiable 
instruments, bankruptcy and insolvency, taxation, patents, trade- 
marks, copyrights, and industrial designs. It may be obtained 
from the Superintendent of Documents, United States Govern- 
ment Printing Office, Washington, D. C., or any district office 
of the Bureau of Foreign and Domestic Commerce. Price, 10 
cents. } 


Responses to Preliminary Letters from 
Income Tax Unit Urged 


N THE interest of clearing up an apparent mis- 

understanding on the part of some taxpayers and 
tax practitioners as to the respective jurisdictions of 
the Income Tax Unit and the Special Advisory Com- 
mittee and the limitations on conferences with the lat- 
ter body, the following instructions have been issued 
by the Commissioner of Internal Revenue. 

In many cases no response is made to the preliminary letters 
issuing from the Income Tax Unit, and no effort is made to 
submit protest or to discuss the merits of the case before the 
Income Tax Unit in conference with its employees. It is 
observed that some taxpayers and some representatives of tax- 
payers are of the impression that Departmental practice entitles 
them within a sixty-day period after formal notice of a defi- 
ciency to an opportunity to appear before the Special Advisory 
Committee to discuss adjustments proposed in Bureau letters. 

It seems necessary to correct this misunderstanding. Con- 
ferences may not be arranged within the sixty-day period with 
the Special Advisory Committee in a case where taxpayers or 
their representatives ignore the preliminary letters issued from 
the Income Tax Unit or fail to avail themselves of the oppor- 
tunity for a conference in the unit. 

Ordinarily the opportunity to appear before the Special Advi- 
sory Committee is only on cases actually appealed. Conferences 
can be arranged by the Special Advisory Committee only in 
strict accord with the rules laid down for its conduct. These 
rules direct that in appropriate cases conferences can be ar- 
ranged in respect of cases nearest to trial before the United 
States Board of Tax Appeals. 

This rule will be strictly adhered to. It is, therefore, to the 
best interests of taxpayers that appropriate responses be made 
to preliminary letters issuing from the Income Tax Unit and 
that all data to be relied upon be filed there. The interest 
charges on deficiency taxes finally determined to be due may, in 
this manner, be very materially lessened. 

The Income Tax Unit has the same authority to close cases 
and is instructed to give the same consideration to them as the 
Special Advisory Committee gives to appealed cases. 








NEW JERSEY, the most recent state to adopt a gaso- 
line tax has met with the pleasant surprise of realiz- 
ing $3,000,000 more in revenue therefrom for the first year 
than was estimated. Receipts during the first twelve 
months’ operation of the law totaled $7,892,152.94, to which 
license fees for filling stations added $16,774. 

Collection of the tax cost the state only $16,168.16. Sal- 
aries represented $6,376.80, stationery and blanks $4,929.85, 
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postage $3,200, and office equipment accounted for the re- 
mainder. The cost during the coming year will not, it is 
thought, exceed $15,000. 

The tax act was passed by the 1927 Legislature and be- 
came effective July 1, 1927. The bulk of the money is being 
devoted to the construction and maintenance of highways, a 
small portion being set aside for the development of inland 
waterways. . 


Court Decisions 


Appeals from Board Decisions.—A decision of the Board 
of lax Appeals is not appealable under Sec. 283 (j), Act of 
1926, where all the evidence had been submitted and the 
arguments had been made before, and the opinion of the 
Board filed after, the effective date of the 1926 Act.—United 
States Circuit Court of Appeals, Ninth Circuit, in T. C. 
Power & Bro. v. Commissioner of Internal Revenue, 27 Fed. 
(2d) 116. 


A District Court has jurisdiction of a suit for refund of 
taxes for a year involved in a proceeding before the Board 
of Tax Appeals where the proceeding before the Board was 
filed prior to the date of the enactment of the 1926 Act, 
and heard after such date. 

A taxpayer may sue for the recovery of taxes illegally 
collected upon rejection in 1925 of a claim for refund there- 
for, where, prior to the enactment of the 1926 Act, it had 
appealed to the Board from a deficiency asserted for the 
same year by the Commissioner involving a different issue, 
and, after the enactment of such Act, hearings were heard 
and the decision of the Board, in which the claim for re- 
fund was not considered, was rendered, and such decision 
of the Board on an unrelated issue may not be pleaded as 
res adjudicata in a suit to enforce the claim for refund.— 
District Court of the United States, District of Massa- 
chusetts, in Old Colony Railroad Company (New York, New 
Haven and Hartford Railroad Co., Lessee), v. United States of 
America. 

Bankruptcy—Adjudication of Tax Claim.—The order of 
the referee, secured by a trustee in bankruptcy on his own 
motion, fixing the amount of the claim of the Government 
for excise taxes was held to be a final adjudication of the 
tax claim, and the trustee may not, nearly a year after the 
amount was fixed, without any allegation of fraud, accident 
or mistake in the making of the order, have the matter 
opened and the Government required to refund part of the 
amount paid. This affirmed the decision of the District 
Court of the United States, W. D. of Penn., Jan. 20, 1927.— 
United States Circuit Court of Appeals, Third Circuit, in 
H. M. Stephens, as Trustee of the Universal Products Com- 
pany, Bankrupt, v. D. B. Heiner, Collector. No. 3629. Octo- 
ber Term, 1927. 

Computation of 25 Per Cent Tax Reduction Under Act 
of 1924.—The 25 per cent reduction for the calendar year 
1923 under Sec. 1200 (a), Act of 1924, should be computed 
upon the tax shown by the return after taking the credit 
for foreign taxes allowed by Sec. 222 (a) (1), Act of 1921.— 
District Court of the United States, E. D. of Penn. in 
C. J. Stover v. Blakely D. McCaughn, Collector. 

Claims of Aliens Against the United States—The ques- 
tion of venue was held to have been waived by the United 
States in a suit by an alien against the United States (Jud. 
Code, Sec. 24, cl. 20; U. S. Comp. Stats., Sec. 991, p. 8173 
to recover income taxes where demurrers to the petitions 
on the ground that the petitions stated no cause of action 
nor showed that the court had jurisdiction, contained no 
statement that the United States appeared specially. The 
petitions were dismissed for lack of jurisdiction where the 
petitioner failed to state that the government of which he 
was a citizen accorded to citizens of the United States the 
right to prosecute claims against such government in its 
courts.—District Court of the United States in C. J. Choremi 
v. United States of America, Law Nos. 3241, 3242. 

Federal Estate Tax.—The estate of a decedent dying 
March 17, 1921, is not liable for the estate tax imposed by 
the 1918 Act, which was repealed by the 1921 Act effective 
on the passage of the latter Act, such estate tax not having 
accrued at the time of the passage of the 1921 Act (Fed- 
eral Estate taxes not accruing until one year after the death 
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of the decedent). ‘The first sentence of the saving clause 
in Sec. 1400 (b), Act of 1921, applies to the assessment and . 
collection of taxes repealed by the 1921 Act “which have 
accrued under the Revenue Act of 1918 at the time such 
parts cease to be in effect,” and the estate tax constitutes 
no part of the subject matter of the second sentence thereof 
since the estate tax imposed by the 1921 Act in lieu of that 
imposed by the 1918 Act went into effect upon the passage 
of the 1921 Act.—District Court of the United States, Dis- 
trict of Delaware, in Wilmington Trust Company, Executors 
of Estate of William Baxter, Deceased, v. United States of 
America. No. 18. March Term, 1927. Sept. 6, 1928. This 
decision is contrary to that of the United States Circuit 
Court of Appeals, Eighth Circuit in Flannery v. Willcuts, 
25 Fed. (2d) 186. : 


Sustaining the decision of the Board of Tax Appeals, 
5 B. T. A. 1004, the District Court of the United States, 
E. D. of Penn., held in United States of America v. Provident 
Trust Company, et al., Administrators c.t.a. of the Estate of 
James K. Young, Deceased, that the value of ground rents 
and: other real estate in Pennsylvania acquired in 1923 and 
held by the decedent and his wife as tenants by the entirety 
should not be included in decedent’s gross estate, the death 
of the decedent under the Pennsylvania. law not effecting 
the transmission of such property—Law No. 13444. Sep- 
tember Term, 1927. 


The widow’s interest, whether dower or an estate in lieu 
of dower, in decedent’s gross estate, under the Missouri 
laws, should not be included in decedent’s gross estate 
under the 1918 Act.—District Court of the United States, 
S. W. Div. of W. Dist. of Missouri, in A. H. Waitte, et al., 
Executors, v. United States of America and A. H. Waite, et al., 
Executors, v. Noah Crooks, Collector. Nos. 411, 412. 


Real estate is not subject to the payment of expenses of 
administration under Missouri law and, under Sec. 402 (a), 
Act of 1921, should not be included in the gross estate of a 
decedent.—District Court of the United States, W. Div. of 
W. Dist. of Missouri, in Benjamin Harrelson, et al., v. Noah 
Crooks, Collector. At Law. No. 6918. 

This decision is contrary to the decision of the Court of 
Claims in Steedman, et al., v. U. S., Feb. 28, 1927, in which 
the Court, in considering the question whether the value of 
certain real estate should have been included in the gross 
estate of the decedent under the provisions of Sec. 403 (a) 
of the Revenue Act of 1921, said: 

“It is presumed that Congress knew that under the com- 
mon law real estate could not be sold by a probate court 
for the payment of debts or administration expenses. To 
hold that it intended to exclude from taxation all real estate 
or interest therein which was not subject to the payment of 
charges against the estate or expenses of administration 
and subject to distribution, unless specially allowed and 
jurisdiction given to the courts by State Statutes, would be 
to hold that Congress included all real estate as subject to 
taxation and then provided for the possibility of all of it 
being. excluded and exempted.” 

Injunction to Restrain Production of Depositor’s Rec- 
ords.—An injunction was refused in a suit filed against an 
internal revenue agent and a bank to restrain the bank 
only from producing its records showing the details of the 
deposits and withdrawals of the taxpayer for a stated period 
pursuant to a summons issued under Sec. 1104, Act of 1926, 
to such bank by the internal revenue agent, until the Court 
had determined what of such records, if any, the bank may 
be required to submit according to the terms of the sum- 
mons, the Court refusing to proceed on the assumption that 
the bank will fail to act with due regard for the taxpayer's 
rights, and the evidence not showing that irreparable injury 
will result to the taxpayer if the bank responds to the sum- 
mons.——District Court of the United States, Dist. of Mass., 
in B. Preston Clark, Executor, v. United States of America. 
Law No. 3236. 

Net Loss—Deduction.—In Stimpson Computing Scale Co. 
v. Lucas, the District Court for the Western District of 
Kentucky reversed the decision of the Board of Tax Ap- 
peals, 5 B. T. A. 669, Dec. 1947 (C. C. H.) by allowing 
the deduction in 1920 of a net loss sustained by a corpora- 
tion during the period from incorporation in March, 1919, 
to the end of 1919. P 
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Recovery of Taxes by Suit.—A taxpayer may recover, in 
.a suit pending at the time of the enactment of the 1928 Act, 
1917 taxes assessed prior to June 2, 1924 within the stat- 
utory period and collection, after the expiration of the stat- 
ute of limitations on collection upon the rejection of a 
claim in abatement, Sections 607 and 611 of the 1928 Act 
not being designed to deprive the taxpayer of a vested 
right of action to recover a tax forcibly collected after the 
expiration of the statute of limitations——District Court of 
the United States, District of Oregon, in H. S. Gile and 
W. T. Jenks, Co-Partners, v. Clyde G. Huntley, Collector of 
Internal Revenue for the District of Oregon. No. L.-9816. 


Where a strict compliance with the statute is insisted 
upon by the Government, a suit can not be maintained upon 
a claim of a different nature from that shown to have been 
filed.—District Court of the United States, W. D. of Mo., 
W. Div., in Meinrath Brokerage Company v. Noah Crooks, 
Collector. No. 6371. 

An oral claim for refund is insufficient in law to meet the 
requirement of a claim for refund as a prerequisite to a suit 
for recovery of a tax, and th® Government is not estopped 
from pleading the failure to file a claim by the statement to 
the taxpayer of its field agent that it was not necessary to 
file one. District Court decision, 19 Fed. (2d) 1251, affirmed. 
—United States Circuit Court of Appeals, Third Circuit, in 
Daniel Ritter v. United States of America, No. 3798, March 
Term, 1928. 

Statutory Limitation on Assessment and Collection.— 
Collection of 1918 taxes shown on a completed return filed 
July 14, 1919 was held barred where a consent was filed on 
January 26, 1924 to a later “determination, assessment, and 
collection” of the tax, to be in effect for a period one year 
after the expiration of the statutory period, the tax was 
assessed on March 18, 1925 and collected December 15, 
1926, over five years after the date of the completed return 
(the Court not deciding whether the tentative or the com- 
pleted return started the running of the statute), the waiver 
constituting a valid contract which cannot be varied by sub- 
sequent legislation—District Court of the United States, 
Dist. of Mass., in Hood Rubber Co. v. Thomas W. White, 
Collector. Law Nos. 3228, 3229. This decision is contrary 
to the decision of the District Court, W. D., Louisiana, in 
Florsheim Brothers Dry Goods Company v. United States of 
America, 26 Fed. (2d) 951; to the decision of the District 
Court, N. D. of Georgia, in Bank of Commerce v. J. T. Rose, 
Collector, 26 Fed. (2d) 365: and to the decision of the Board 
of Tax Appeals in Ramsey v. Commissioner, Dec. 3771, 
Cee 





Liability upon a bond given prior to the expiration of the 
statutory period on collection, conditioned upon the rejec- 
tion of a claim in abatement and the failure of the taxpayer 
to pay the tax, is not extinguished under Sec. 1106 (a), Act 
of 1926, by the expiration of the statutory period on collec- 
tion of the tax, such bond creating a new liability governed 
by a different statute of limitations——United States District 
Court, So. Dist. of New York, in United States of America 
v. Rennolds, et al. 








In a decision, rendered on June 7, 1928, in the case of 
Umited States of America v. The John Barth Company and 
United States Fidelity and Guaranty Company, the United 
States Circuit Court of Appeals for the Seventh Circuit held 
that in a suit against the taxpayer and the surety on a bond 
given pursuant to Section 234 (a) (14) (a), Act of 1918, in 
connection with a claim for abatement of part of the 1918 
taxes, the cause of action is barred by the statute of limita- 
tions five years after the return was filed where the parties 
had agreed to pay “any part of such tax found by the com- 
missioner to be due” and the obligation to pay such tax was 
extinguished under Section 1106 (a), Act of 1926, prior to 
the commencement of the action. Judgment of the lower 
court, affirmed. 

Following this decision the plaintiff in error petitioned for 
rehearing, in support of which attention was called to Sec- 
tion 612 of the Act of 1928, which repeals Section 1106 (a) 
of the Revenue Act of 1926, as of the date of its enactment. 
Plaintiff in error argued that this repeal wiped out the tax- 
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payer’s only defense and maintained the validity of the 
legislation on the ground that it is a purely limitation 
statute, dealing only with the remedy. 

The court took a contrary view of Section 1106 (a), 
holding that it not only operated to bar the remedy but 
specifically extinguished the cause of action. “Such being 
the character and effect of this statute, it was not within 
the power of Congress to enact legislation to recreate the 
liability thus extinguished. Wéilliam Danser and ie eae 
Inc., v. Gulf and Ship Island Railroad Company, 268 U. 
633; 17 R. C. L. 674.” The petition for rehearing was 
denied. 


An overpayment of 1917 taxes by reason of an increase in 
invested capital for such year by a taxpayer to whom had 
been refunded an overpayment of 1917 taxes resulting from 
a decrease in invested capital for 1918 because of inadequate 
deductions in 1917, is not within the scope of Section 281 
(c), Act of 1924, but is subject to the statutes of limitation, 
Section 281 (c) excepting from the four year limitation 
period on claims for refund only overpayments resulting 
from a decrease in invested capital due to the failure to take 
adequate deductions in previous years. —District Court of 
the United States, W. D. of Pennsylvania, in Southwestern 
Oil and Gas Company v. The United States of America, No. 
5505 Law. 


Trust Distinguished from an Association.—A trust of the 
Massachusetts type, the basic purpose of which was to liqui- 
date an embarrassed corporation, the certificate holders 
having power only to assent by a majority vote to a modi- 
fication of the trust deed by the trustees, was held not to 
be an association, and the certificates of beneficial interest 
not subject to the stamp tax imposed on certificates of stock 
by the 1918 and 1921 Acts. District Court decision, 
affrmed.—United States, Circuit Court of Appeals, First 
Circuit, in Thomas W. White, Collector, v. Henry Horn- 
rg et al., Trustees. No. 2217. Oct. Term, 1927, August 
27, 1928. 


Significant Decisions of the Board of 
Tax Appeals 


Business Expenses.—Expenditures for paving streets of 
petitioner’s mill village are capital, and the fact that they 
are occasioned by the necessity to attract competitive labor 
does not make them deductible as ordinary and necessary 
expenses. 

The fact that such streets are used by the public does not 
establish them as deductible business donations.—W oodside 
Cotton Mills Company v. Commissioner, Dec. 4313 (C. C. 
H.), Docket No. 11625. 

Sums paid by a corporation in 1920 to 1922 under an 
agreement by which the corporation acquired a business 
by the issue of stock and an agreement to pay to the former 
owners a sum equal to 12%%4% of net profits during its 
existence are not (a) deductible as business expenses, since 
they were a division of profits after expenses had been paid, 
and (b) includable in invested capital for such year, such 
payments adding no capital to the corporation above that 
paid in—George LaMonte & Son v. Commissioner, Dec. 4334 
(C. C. H.), Docket Nos. 10115, 21531. 





Community Property.—The entire community income for 
1921 to 1923 is not taxable to the husband, a citizen of the 
United States residing with his wife in the State of 
Durango, Republic of Mexico, the laws of which give to 
the wife a vested interest in community property where the 
husband and wife filed separate returns.—Juan F. Britting- 
ham v. Commissioner, Juan G. Brittingham v. Commissioner, 
Dec. 4332 (C. C. H.), Docket Nos. 13557, 16535, 18435, 
18535. 


Consolidated Returns.—In considering whether an agree- 
ment exists under Section 240(a), Revenue Act of 1918. 
for the apportionment of consolidated tax liability, all the 
circumstances are to be considered, and if an agreement car 
reasonably be inferred the Board is not bound to believe 
oral testimony that no such agreement was made.—W ood- 
side Catton Mills Company v. Commissioner, Dec. 4313 (C. 
C. H.), Docket No. 11625. 
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Deficiency Assessments—Invalidation.—The Commission- 
er's failure to notify the taxpayer in writing that an addi- 
tional examination of his books was necessary, as provided 
in Sec. 1005, Act of 1924, may not be interposed as a de- 
iense invalidating,a deficiency where the taxpayer made no 
objection to such examination.—Blair A. Haun v. Commis- 
sioner, Dec. 4323 (C. C. H.), Docket No. 19660. 


The Board cannot abstractly consider the provisions of 
the Revenue Act, and an admitted allegation that a trust 
company during 1924 collected taxable income (profit from 
the sale of securities), made a return as an individual and 
took the earned income credit of 25% which was disallowed 
by the Commissioner constitutes insufficient premises from 
which to defeat a deficiency determined by the Commis- 
sioner—The New England Trust Co., Trustee U/Ind. by 
Addie H. H. Slack and in Its Capacity as Adm. Executor and 
Trustee of Its Several Estates and Trusts, v. Commissioner ; 
The New England Trust Co., Trustee U/W of James Lyman 
Whitney and in Its Capacity as Admr., Exor., and Trustee of 
Its Several Estates and Trusts, v. Commissioner, Dec. 4331 
(Cc. C. H.), Docket Nos. 12199 and 24487. 

Dividend, Taxable—The amount of a dividend declared 
in 1923 which was credited upon notes given by the tax- 
payer to the corporation for stock of the corporation, to 
which notes was attached an assignment to the corporation 
of his right to receive dividends declared during his indebt- 
edness to it, is a dividend subject to surtax and not a stock 
dividend.—Charles Watson Hull v. Commissioner, Dec. 4324 
(C. C. H.), Docket No. 11749. 


Exhaustion of Machinery.—The fact that exhaustion of 
machinery is accelerated under unusual conditions of op- 
eration isenot sufficient evidence of the rate at which such 
exhaustion should be measured. . 

The rate of exhaustion must be based on facts in evi- 
dence and is not proven by opinions of witnesses whose 
judgment is not shown to be authoritative or convincing.— 
Woodside Cotton Mills Company v. Commissioner, Dec. 4313 
(C. C. H.), Docket No. 11625. ; 

Federal Estate Tax.—In considering a deduction under 
Section 403 (a) (3), Revenue Act of 1921, where by will a 
remainder is left to a municipality after the death of a 
daughter without issue, it will be assumed that issue may at 
any time be borne to the daughter to defeat the charitable 
remainder.—George E. Farrington, et al., Executors of the 
Will of Norton Eugene ‘Hollis, v. Commissioner, Dec. 4312 
(C. C. H.), Docket No. 19811. 


Credit against Federal estate taxes for Nebraska inherit- 
ance taxes paid on property of a decedent dying November 
22, 1924, by the administrator who did not comply with the 
requirements of Art. 9 (a), Reg. 68, should be allowed in an 
amount not to exceed 25 per cent of the estate tax, Sec. 301 
(b), Act of 1924, being a part of the provision for computing 
the tax due and not, as contended by the Commission, a 
method of satisfying ‘the tax liability found—Edgar M. 
Morsman, Jr., Administrator of the Estate of Truman Buck, 
Deceased, v. Commissioner, Dec. 4344 (C. C. H.), Dkt. 17660. 

Income from Leases, Taxable.—Rental payments received 
January 1, 1922, under a lease entered into in 1921 provid- 
ing for the payment semi-annually of specified amounts dur- 
ing the term of the lease to be applied in payment of royal- 
ties on coal as, when and if the coal was extracted, should 
he returned as income for 1921, where the lessor accounted 
for all income earned during the year, except rentals” or 
royalties to be received under the lease, whether reduced 
to possession or not, for all rentals or royalties actually 
received within the year, and for all expenses incurred 
within the year whether actually -paid or not—The Morris- 
Poston Coal Co. v. Commissioner, Dec. 4333 (C. C. H.), 
Docket No. 19657. ag". 

Inventories, Valuation of.—-A reduction of the closing in- 
ventories for 1918 and 1919 and of the opening inventory 
for 1919, taken at cost or market whichever was lower, on 
account of the average cash discounts allowed by vendors, 
stipulated not to be in excess of the actual average rate 
allowed the taxpayer, was disallowed under the stipulation, 
where the practice was not consistently used by the tax- 
payer. Moreover, opening and closing inventories should 
be valued on the same basis—Warfield-Pratt-Howell Co. v. 
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Commissioner, Dec. 4325 (C. C. H.), Docket Nos. 10191, 
19194, 

Limited Partnership—New York.—<A limited partnership 
of New York is a partnership under Section 218, Revenue 
Act of 1921. 

The failure of such a partnership to comply with stat- 
utory requirements of recording and publication does not 
take from the limited partner his liability for income tax 
as a partner.—Francis L. Burns, et al., Executors, v. Commis- 
stoner, Dec. 4318 (C. C. H.). 

Losses, Deductible—(1) Losses resulting in 1921 and 
1922 from contributions made by the directors of a bank to 
a fund placed in the hands of a trustee to purchase from the 
bank slow and doubtful paper under an agreement that the 
bank endorse such paper, were held not to be deductible 
(a) under Sec. 214 (a) (4), since the transaction was an 
individual venture and not a loss incurred in their trade or 
business of banking, nor (b) under Sec. 214 (a) (5), the 
evidence of the situation of the bank not sustaining the 
theory that the transaction was entered into for profit, and, 
furthermore, the evidence not establishing that the tax- 
payers had availed themselves of their remedy against the 
bank, or that the bank was insolvent, no proof of ultimate 
loss was established. 

(2) A deductible loss was sustained in 1923 by a tax- 
payer upon the compromise of a claim where he took as 
security for a loan in 1907 to a firm an insurance policy 
upon the life of a member of the firm which went into 
bankruptcy in 1909 or 1910 and at the time of the bank- 
ruptcy proceedings, at the request of such member, to pro- 
tect the policy against lapse, continued the payments of the 
premiums until the cash surrender feature ef the policy 
matured, when the debtor resumed the payment, the claim 
was compromised in 1923 and the policy surrendered back, 
in the difference between the amount received in com- 
promise and the unpaid balance of the loan at the time of 
the bankruptcy plus the premiums paid to protect the policy. 
The Commissioner erred in holding that the transaction 
was closed prior to March 1, 1913, and in computing a gain 
in the difference between the amount received in com- 
promise in 1923 and the March 1, 1913, cash surrender 
value plus the premiums paid thereafter, the debtor’s re- 
quest that the taxpayer pay the premiums reviving the 
original debt to the extent of the unpaid balance, the title to 

the policy thus remaining in the debtor and not vesting 
in the creditor at the time of the bankruptcy proceedings.— 
E. B. Stephenson v. Commissioner, Charles A. McCloud v. 
Commissioner, W. M. Leonard v. Commissioner, Jennie Faulk- 
ner and B. J. Faulkner, Executors of the Estate of Albert O. 
Faulkner, Deceased, v. Commissioner, Dec. 4326 (C. C. H.), 
Docket. Nos. 6195, 7357, 12684, 22744, 20405. 


Loss resulting to the distributees of an estate when cer- 
tain notes became worthless in 1919 should be based upon 
their value when distributed to them in 1918, where the 
executor of the estate paid certain notes, secured by a 
second mortgage on property of the maker, upon which the 
decedent was an accommodation endorser, thus becoming 
subrogated to all the rights of the holder of the notes, 
treated such notes as an asset of the estate and took no 
deduction therefor for federal estate tax purposes, and the 
collateral was sold in 1919 for less than the amount of the 
first mortgage. In the absence of evidence as to the value 
of the notes when distributed, the Commissioner’s disallow- 
ance of the loss was approved.—O. N. Townsend, Harriet R. 
Burton, Mary T. Brown, Rufus C. Burton v. Commissioner, 
Dec. 4337 (C. C. H.), Docket No. 19960. 


Personal Service Classification.—Personal service classi- 
fication was denied a cotporation engaged as a selling agent - 
for coal mines for part of the year and as a coal purchasing 
agent for the remainder of the year, evidence that coal’ min- 
ing companies were induced to sell coal to the taxpayer 
through the activities or influence of certain stockholders 
some of whom were not regularly engaged in the active 

(Continued on page 386) 


*Collection is not barred and a suit or other proceeding for the 
collection of a tax within the statutory period under the 1921 
Act, may be begun within six years after such assessment under 
Section 278 (da), Act of 1924, where the statutory period on col— 
lection of such tax had not exnired prior to enactment of the 
1924 Act.—Dec. in Art Metal Works v. Commissioner. 
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World famous for its incompar- 
able cuisine and the high quality 
of its service The Mayflower offers 
everything that could be desired 
for the comfort and convenience 
of its guests. 
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HE decision of the District Court of the United States, Dis- 

trict of Oregon, in H. S. Gile-and W. T. Jenks, Co-partners, 
v. Huntley, Collector, summarized on page 380, under the caption 
“Recovery of Taxes by Suit,” is of special interest in that it is 
the first judicial opinion bearing: upon the effect of Section 611 
of the Act of 1928, which was designed to place added restric- 
tions upon the recovery of taxes paid after the expiration of 
the period of limitation on assessment and collection where 
collection was stayed by a claim in abatement. This section 
provides that if any tax was, within the period of limitation 
properly applicable thereto, assessed prior to June 2, 1924, and 
if a claim in abatement was filed, and if the collection of any 
part was stayed, the payment made before or within one year 
after the enactment of the Act of 1928 shall not be. considered 
an overpayment under the provisions of Section 607.) 


In the case before the District Court it was agreed by gov- 
ernment counsel that the collection of the tax, which was made 
by distraint, was barred by the statute of limitations. The only 


question at issue was the effect of Section 611 of the Act of 
1928. 


The court avoided a direct interpretation of that provision 
by holding that the plaintiff’s right of action® is not based on 
the Act of 1928, but on Sections 3220, 3226 and 3227 of the 
Revised Statutes and therefore is not subject to the limitations 
therein. However, in coming to this decision the Court stated: 


“The position of the defendant is.that, although the collec- 
tion of the tax was wrongful, illegal and in violation of the 
law, the right of the taxpayer to recover the same is taken 
away by legislative fiat while his action was pending, and more 
than three years after the right of action accrued. 

“T am unable to concur in this view. I acknowledge some dit- 
ficulty in understanding the purpose and effect of the sections of 
the Act of 1928 referred to. It was probably the intention to 
define what would constitute overpayment, and the duty and 
authority of the Commissioner in respect thereto, but in my 
opinion, it was not designed to deprive the taxpayer of a 
vested right of action to recover tax forcibly collected from 
him by officers of the government contrary to and in violation 
of law.” 


SE OF his straw hat as a currency depository appar- 

ently has proven something more than a faux pas for 
Elmer F. Andrews, a revenue agent of New York. When 
arrested on September 6 by agents of the Intelligence Unit 
of the Bureau of Internal Revenue, he is alleged to have 
had $10,000 in bills, ranging from $50 to $500, tucked in 
his headgear. 


Mr. Andrews, with Edward F. Brown, of New York, 
has been indicted by the Federal Grand Jurv at New York 
on charges of having sought a bribe of $37,500 from Harry 
F. Sinclair in return for approving deductions in Mr. Sin- 
clair’s tax returns for 1925 and 1926 of $1,710,000, which 
would have reduced his tax by about $250,000. 

The indictment recites that between May 1 and Septem- 
ber 6, last, the defendants made frequezit visits to the of- 
fice of Mr. Sinclair. 





1Section 607 states “that any tax assessed or paid after the 
period of limitation properly applicable thereto, shall be consid- 
ered an overpayment, and shall be credited or refunded to the 
taxpayer if claim therefor is filed within the period of limitation 
for filing such claim.”’ 

2The tax sought to be recovered was paid before the enactment 
of the Revenue Act of 1926 and the action at law was commenced 
in 1925. 
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Mr. Sinclair, the indictment says, filed his tax return 
jor 1925 about April 15, 1926, claiming deductions of about 
$1,500,000, among them being $1,325,000 for an uncollectible 
debt of the Selah Corporation, a mining concern, and $125,- 
00 as losses of the Rancocas Stable, his racing stable, and 
a year after the filing his 1926 return claimed deductions of 
$210,000, including $125,000 as the losses of his Sinclair’s 
stable. These returns, the Grand Jury charges, were turned 
over to Brown, who had had five years’ experience in tax 
department work. His duty, the indictment explains, was 
to make an examination of Mr. Sinclair’s books to deter- 
mine the validity and legality of the deductions. 

The declaration is made that the defendants agreed to 
report that the deductions should not be allowed. It also 
was a part of the alleged conspiracy that this report should 
be shown to Reginald W. Ragland of Mr. Sinclair’s legal 
department, and that a bribe of $37,500 should be asked in 
return for a report declaring that the deductions were 
proper. 

Brown, it is charged, consulted with Harold W. Kenwell 
ot Mr. Sinclair’s legal department, and between May 29 and 
September 5, last, Brown went to Mr. Sinclair’s office 
thirteen times for talks with Grattan G. Stanford, chief of 
Mr. Sinclair’s counsel, and with Mr. Ragland and Mr. Ken- 
well. Andrews appeared in Mr. Ragland’s office on Sep- 
tember 6, it is alleged, and received $10,000 on account of 
the $37,500 demanded. Mr.. Sinclair’s office notified the 
Federal authorities and as Andrews emerged from the office, 
four agents of Hugh McQuillan of the Intelligence Bureau 
of the Internal Revenue Department arrested him and 
found in his straw hat, it is alleged, $10,000 which had been 
paid by. direction of the Intelligence office. 

The deductions claimed by Mr. Sinclair are regarded by 
some Federal officials as being made on valid grounds and, 
according to this viewpoint, the first report of the defend- 
ants to the indictment, recommending that the deductions 
be disapproved, was a part of the alleged extortion scheme. 


he RESPONSE to an invitation by the League of Nations 
to the Government of the United States to participate 
in the conference on double taxation and tax evasion to be 
held at Geneva, Switzerland, on October 22, 1928, President 
Coolidge has appointed Dr. T. S. Adams to act as the 
American expert at the meeting. 

The object of the meeting will be to discuss, from a 
technical point of view, a report which was drawn up by 
a similar meeting of experts at London in the spring of 
1927, at which Dr. Adams was also the American represen- 
tative, and to consider the possibility of international agree- 
ments on double taxation and tax evasion. 


La pe that further reduction of Federal taxes seems to be 
iN a remote probability, various business organizations are 
transferring their attention to the study of state and. local 
taxes in the hope of preventing further increases and pos- 
sibly effecting reductions. 

In Great Britain the central government is actively aid- 
ing the movement to lighten the local tax burden. Follow- 
ing is a report of developments made by the Trade Com- 
missioner at London, Frederic E. Lee, to the Department 
of Commerce: 

“Two steps in the British government’s proposals re- 
garding relief to industry through reduced local taxation 
have been taken and have now reached an advanced stage 
in pending legislation. The one contained in the finance 
bill for 1928-29, providing for a suspensory fund for-the 
rating (local taxation) relief scheme, is based mainly upon 
the new gasoline tax and budget balances; the other step 
appears in the form of the rating and valuation (appor- 
en bill by which various types of property are classi- 
ied. 

“To provide for the third step in the reform plan, that 
of the consequent reform in local government which is to 
precede the actual operation of the rating relief scheme, the 
Government has now issued two sets of proposals for local 
government reform, one for England and Wales-and the 
other for Scotland. 

_ “The Government's purpose in presenting the proposals 
for local government reform at this time is to give oppor- 
tunity for details of the plan to be discussed thoroughly 
before legislation in the matter is introduced. It is hoped 
that through such discussions between local government 
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You can employ as Your 


WASHINGTON REPRESENTATIVE 


ye ESTABLISHED organization of specialists who 
will conscientiously handle your entire business, 
economic and legal affairs with the Government. Our 
services include regular contact with all Government 
offices in representing you and obtaining information, 
special research on commercial and industrial prob- 
lems, legal counsel and representation before the Fed- 
eral Departments or Courts, and special reports on all 
Government activities relating to your specific inter- 
ests. This is a specialized service to fit your individual 
requirements at a cost commensurate with the work 
performed. 


Address the Research Division and details will be furnished 
without obligation. 


& 


WENDELL C. HILL 


and Staff 
Consulting Economists Visualizing Statisticians 


Hill Building WASHINGTON, D. C. Tel. Main 10492 


Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 


by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 
real help to all tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? | 


CLIP THIS COUPON TO YOUR LETTERHEAD 


The Kiplinger Washington Agency, 
Albee Building, Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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Send for 


The Corporation Journal 
_ FREE—See Coupon 


Some Are Indispensable to the Lawyer. 
Some Are Absolutely Necessary to the Accountant. 
Some Are Highly Profitable to the Business Executive. 


. STANDARD FEDERAL TAX SERVICE 


Combines in one Service all features of ‘two standard 
Services developed by yéars of experience of two lead- 
ing Tax Service organizations for the convenience of 
their thousands. of. subscribers. The merging of similar 
features has. naturally resulted in great improvement. 
Vastly increased resources from doubled subscription 
list enables us to give you this two-in-one Service 
value—something - heretofore impossible. 

Three Large Binders. Send for Free Trial Offer. 


. U. S. BOARD OF TAX APPEALS AND 


FEDERAL COURTS SERVICE 

Absolutely Unique—Four large volumes a year of 
strictly Current Service. 

Complete Text of All Court and B. T. A. Decisions, 
Digests of all Court Pleadings and B. T. A. Petitions. 


. STATE INHERITANCE TAX SERVICE 


All States and U. S. Dependencies..and Canada. 
eral Estate and Gift Taxes. Stock Transfers. 
Four Volumes just revised and enlarged by a staff of 
leading: Inheritance Tax Lawyers. 


Fed- 


. PUBLIC UTILITIES AND CARRIERS 


SERVICE 


Statutes, Commission Acts and Regulations thoroughly 
annotated with digests of all Court Decisions and Com- 
mission Rulings. Special Supreme Court and Biblio- 
ography and Forms Division. Detailed Tables of Con- 
tents, Indexes and Case Tables. 


. FEDERAL TRADE REGULATION 


Acts Completely Annotated are the Sherman, Federal 
Trade Commission, Clayton, Webb Export Trade, 
Packers and Stockyards, etc. 
Includes four Volumes of Complete U. S. Supreme 
Court Decisions under following classifications — 
Monopoly, Combination and Conspiracy, Labor Unions, 
Individual Trade Practices, Constitutionality, Practice, 
Procedure. Nowhere else available in conveniently 
classified form. Elaborate Current Reports. 


CORPORATION TAX SERVICE — STATE 
AND LOCAL 

For Each State—Franchise or License Taxes, Income 
Taxes, General Property Taxes and any other taxes, 
state or local, applying to business corporations. 

For Each Tax—Of What Corporations Required. 
Standardized Methods make use of Service Simple. 
Sold Complete or by Individual States. 


. LEGAL PERIODICAL DIGEST SERVICE 


Thorough Digests of All Articles in All Current Law 
Journals in the English Language. 

These digests together with terse digests of Case Com- 
ments and list of book reviews, are made instantly 
accessible by Subject, by Author and by Case Title. 
Free—$25.00 Chipman’s Index to Legal Periodicals 
(Vol. V) with above Service. 


. BUSINESS LAWS OF THE WORLD 
. BUSINESS LAWS—UNITED STATES 


UNIT 

A fast reporting Service on important Decisions and 
Laws, Under One Index, for quickest reference. 
Makes available in instantly accessible form many Fed- 


10. 


11. 


12. 


13. 


14. 


15. 


16. 


17. 


eral statutes (text) and substance of laws of all states, 
annotated with leading cases. 

Saves much time by its “law clerk” service of high- 
class editors. Saves much time in starting research. 


STOCK TRANSFER GUIDE AND SERVICE 
Official Organ of the New York Stock Transfer Asso- 
ciation. Shows Procedure to be followed by—lIndivid- 
uals, Corporations, Receivers, Holders of Power of 
Attorney, Trustees, Executors, Administrators, etc. 

Includes—Uniform Stock Transfer Act, Rules for De- 
livery, Corporation Directory, Federal Section, and all 
States and Canadian Provinces in alphabetical order. 


BANKING AND TRUST COMPANY 
SERVICE 


Trust Department subjects are elaborately treated by 
leading authorities—just revised. 

Frequent Current and Replacement Reports in handiest 
form for instant reference. A PRACTICAL SERVICE. 


ILLUSTRATIVE “STORY CASE” BUSI- 
NESS LAW 

Each principle is set forth in a pointed story of an ac- 
tual business transaction based on a leading court, case. 
Thus each case is made a human interest. story. Nat- 
urally you will read these with pleasure and remember 
the legal point in each because of its actual business 
application. “Newsy” current reports. 

STOCKS AND BONDS. LAW SERVICE 
Blue Sky Laws of all states completely annotated. 
Stock Transfer Laws of all states, annotated. 

Stock Transfers—Decedents. Stock Exchange Rules. 
FEDERAL RESERVE ACT SERVICE 

Sets forth the Federal Reserve Act, Regulations, Rul- 
ings, Opinions and Amendments and includes Current 
Tables of discount rates and weekly statement of re- 
sources of each of the twelve Federal Reserve Banks. 
REWRITE FEDERAL TAX SERVICE 
[Includes the U. S. Income and War Tax Guide and 
Current Bulletins reporting important Rulings and De- 


cisions and including much helpful comment, news, in- 
structions, special treatises, etc. 


REWRITE AND ILLUSTRATIVE CASE 
SERVICE 


Includes all of #15 plus 224 page official citation index, 
text of Law, Regulations and many Illustrative Cases. 


NEW YORK TAX SERVICE 


All Laws and Regulations thoroughly annotated, and 
including Current Reports on Property Taxes, Admin- 
istrative Matters, Corporation Taxes, Corporation In- 
come Tax, Bank Income Tax, Transfer and Estate 
Tax, Mortgage Tax, Stock Transfer Tax, Personal 
Income Tax, Table of Cases. 


Commerce Clearing House, Inc., 


Loose Leaf Service Division of 


The Corporation Trust Company. 
Without any obligation, 


please send further information on num- 


COSCO CT EEE OOS SE TERE Sere srecoessesesseons 


(J) Also please send general catalog. 


O WITHOUT CHARGE—send me The 


Corporation Journal, a monthly 


magazine published by The Corporation Trust Company, reporting out- 
standing decisions on Business and Taxation. 
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representatives and the national Government, legislation 
may be framed on practical lines which will be of perma- 
nent value. 

“To provide against the loss of rateable value caused by 
the disrating of agriculture and the partial disrating of in- 
dustrial and freight-transport industries and accompanying 
adjustments, it is officially estimated that the exchequer will 
need to expend for England, Wales and Scotland combined* 
about £36,000,000 a year. Of this total £27,200,000 is sug- 
gested as the direct cost of the disrating process for the 
entire country while £5,000,000 is listed for replacement of 
the present system of assigned revenues and miscellaneous 
grants to local governments in England and Wales. An 
additional £2,500,000 will be required to obviate hardships 
in areas in England and Wales that may be adversely af- 
fected by the carrying out of proposed transfers of highway 
services and poor-law relief to larger administrative areas. 
Likewise, funds to the amount of about £1,000,000 will be 
necessary for effecting administrative changes in Scotland.” 


A REQUEST by. the United Cigar Stores of America for 
f\ a report and recommendation to Congress for payment 
of interest on the principal sum of $220,177.18 growing out 
of a judgment for refund of internal revenue taxes has been 
denied by Comptroller General J. R. McCarl. 

In conformity with the provisions of Section 1117 (b) of 
the Revenue Act of 1926, interest was allowed only from 
the date of the payment of the tax to the date of the judg- 
ment of the Court of Claims, 62 Ct. Cls. 134. An addi- 
tional interest allowance from the date of the judgment “to 
the date preceding the date of the refund by not more than 
30 days,” under Section 615, of the Revenue Act of 1928 
was claimed by the taxpayer. 

Request was made that a favorable recommendation on 
the claim be reported to Congress under the terms of the 
Act of April 10, 1928. The reason for the denial of the 
request is set out by the Comptroller General as follows: 

“The reason why this claim for interest during the inter- 
val between the date of judgment of the Court of Claims 
and either the date the petition for certiorari was dismissed 
in the Supreme Court of the United States on motion of the 
petitioner or 30 days preceding the date of the settlement of 
this office, was not due to the lack of an appropriation, 
but was due to the fact that the law for interest on judg- 
ments on the date the judgment was entered did not pro- 
vide for interest during such interval. Had the law so pro- 
vided, there were sufficient funds in the appropriation for 
the payment of judgments on account of internal revenue 
taxes with interest thereon to have allowed the interest. 
It will be readily apparent that any recommendation that 
this claim be paid would be tantamount to a report to the 
Congress that Section 1117 (b) of the Act of February 26, 
1926, was inequitable and that Section 615 of the Revenue 
Act of 1926, approved May 29, 1928, should be amended, in 
effect, to operate retroactively so as to authorize payment 
of the interest on this particular judgment. 

“The act of April 10, 1928, does not contemplate that the 
Comptroller General of the United States shall recommend 
to the Congress that it change the law so as to provide for 
the payment of any particular claim. It contemplates that 
where there is no law for the settlement of the claim or no 
appropriation for its payment, that report and recommen- 
dation shall be made when the claim is just and equitable. 

“The request that the claim be reported to the Congress 
with the recommendation that same be paid, must be, an 
is, denied.” 2 


MARY V. McKEE 


WASHINGTON REPRESENTATION OF 
ATTORNEYS, ACCOUNTANTS AND 
AGENTS BEFORE THE BUREAU OF 
INTERNAL REVENUE AND OTHER 
GOVERNMENT DEPARTMENTS. 


WASHINGTON, D. C. 


Phone: Main 5024—Suite 901-4 Munsey Bldg. 





THE NATIONAL INCOME TAX MAGAZINE 


RY this experiment with the loose leaf sheets 
you are using in your binders! Will a single sheet 
hold the weight of your binder? If it is a Weston 
Ledger Paper no fear—it will. For Wrsron papers 
are built to endure. Each sheet combines strength with 
a pertect surface for writing, printing and ruling— 
Essential qualities but not found in every ledger paper. 
The distinguishing feature of FLexo Lepcer is the 
famous patented built-in hinge, the invention of which 
insured the permanent success. of loose leaf binders. 
Then there are Waverty Lepcer, the same fine paper 
as FLexo, but without the hinge feature, especially 
adapted to important office forms and inter-office com- 
munications; CENTENNIAL LepGER, a favorite with 
printers because of its ideal printing surface; Typo- 
count, the perfect sheet for machine bookkeeping 
forms; and, finally, Byron Weston Co. Linen 
Recorp, the strongest paper made, guaranteed to stand 
up for generations and safeguard important records 
that must be permanent. 

Specify a WeEsTon paper for any requirement, 

Samples gladly sent to anyone interested, or 

obtainable through your regular source of supply. 


Byron Weston (sompany 


cA family of Paper Makers for over sixty-five years 
Mills at Dalton, Massachusetts, U. 8. A. 
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Significant Decisions of the Board of 
Tax Appeals 


(Continued from page 381) 
conduct of the business, not establishing that the income 
was primarily ascribable to the principal stockholders.— 
Chesapeake & Virginian Coal Co., Inc., v. Commissioner, Dec. 
4330 (C. C. H.), Docket No. 11319. 

Statutory Limitation on Assessment and Collection of 
Taxes.—Collection of a deficiency for the fiscal year ended 
July 31, 1918, assessed in September, 1923, held not barred 
under the rule in Art Metal Works v. Commissioner,* but 
assessment and collection of a further deficiency for such 
year are barred where the deficiency notice was mailed 
after the expiration of a waiver extending such period one 
year.—Standard Rice Co., Inc., v. Commissioner, Dec. 4329, 
Docket 11319. 


Tax Liability, Reconsideration of by Commissioner.—The 
Commissioner may in his discretion reconsider any tax- 
payer’s liability to income and profits taxes originally de- 
cided by him at any time within the period of the Statute 
of Limitations subject only to the provisions of Sections 
1309 and 1312 of the Revenue Act of 1921 and correspond- 
ing sections of subsequent revenue acts as the same may be 
applicable—J. J. R. Henry, Executrix, v. Commissioner, Dec. 
4315 (C. C. H.), Docket Nos. 11807, 11832, 11833, 12734. 


Transfers in Trust.—Property transferred in trust in 1918, 
over five years prior to decedent’s death, was held not to 
have been made (a) in contemplation of death, the evidence 
establishing that the expectancy of death in the near future 
was neither present nor the moving cause of the convey- 
ance, nor (b) intended to take effect in possession or enjoy- 
ment at or after death, under the rule in the case of Nichols, 
v. Coolidge, 274 U. S. 531, the decedent having divested her- 
self of legal title and beneficial ownership in 1918, subject 
only to certain restrictions to he paid part of the trust in- 
come in case her own income fell below a specified sum in 
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any year, and the contingency that should the deceden: syr- 
vive the beneficiaries, the trust would terminate and the 
decedent would take the trust property, neither of which 
operated, such transfer not being testamentary in character 
and bearing no relation to the privilege taxed. Marcuette 
and Arundell dissent on this point—Cyrus H. McCormick 
Anita M. Blaine, and Harold F. McCormick, Executors of the 
Estate of Nettie Fowler McCormick, Deceased, v. Commis- 
sioner, Dec. 4347 (C. C. H.), Dkt. 22731. 

Tax Rulings 

Association Distinguished from Trust—Revenue Act of 
1926.—The declaration of trust discloses that a real estate 
subdivision and sales enterprise was entered into between 
certain individuals termed therein the “sellers,” the original 
owners of the land, and one A, the purchaser, who is the 
designated “beneficiary.” The O Company, trustee, merely 
holds the legal title to the land in order to secure to the 
sellers the purchase price of the original acreage and to 
protect the buyers of lots. A, the purchaser of the land, is 
not only the designated but actually the sole beneficiary 
under the entire scheme. He is in charge of operations to 
subdivide the land, effect the sale of lots, and is acting as 
the sales agent. No assignments of beneficial interest have 
been made. 

Held, that the entire profits of the enterprise should be 
considered the income of the beneficiary. The trust is 
substantially a mortgage and no return is required of the 
trustee. 

General Counsel’s Memorandum 1736 (C. B. VI-2, 11) 
distinguished.—G. C. M. 4120:VII-36-4. 

Collection of Tax—Period of Limitation—1926 Act.— 
Taxpayer filed its return for 1917 on March 29, 1918. De- 
ficiencies were assessed in March and July, 1923. On 
February 25, 1921, taxpayer filed an unlimited waiver. On 
February 12, 1924, taxpayer filed a waiver by its terms 
effective “from the date it is signed by the taxpayer and 
will remain in effect for a period of one year after the 
expiration of the statutory period of limitation as extended 
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by any waivers already on file with the Bureau, within 
which assessments of taxes may be made for the year or 
years mentioned.” This operated to extend the statutory 
period for assessment to April 1, 1925. 

Held, that the statute of limitations on collection of the 
deficiencies will expire in 1929.—G,. C. M. 4445: VII-35-5. 

Corporations—Exemption from Tax.—Section 22 of the 
Act of March 1, 1879 (20 Stat. L., 35), which provides that 
no tax shall be assessed, or collected, or paid into the 
freasury, On account of a bank that has ceased to do busi- 
ness ON account of insolvency or bankruptcy, is not ap- 
plicable so as to exempt a corporation from payment of 
income tax, where the receiver of the bank foreclosed on its 
capital stock held as collateral for a loan, and thereafter 
collected rents as the owner of the capital stock of the 
corporation. 

Under the laws of Oregon the corporation was not 
divested of title to its assets during the period from the 
date of the revocation of its articles of incorporation in 
January, 1925, to the date in October, 1927, when its charter 
was restored. The return as filed for the calendar year 
1927 was correct and it should not be amended so as to 
cover only the period from the date of the restoration of 
the charter to December 31, 1927.—I. T. 2431:VII-37-4. 

Gain or Loss on Exchange of Property—Act of 1921.— 
The transfer in 1921 by the executor of the estate of A of 
certain installment accounts receivable and other assets to 
the M Company in exchange for the entire capital stock of 
the corporation comes within the provisions of Section 202 
(c) 3, and the estate realized no taxable income from the 
transaction. 

The M Company was entitled to include the installment 
accounts receivable in its assets at their fair market value 
as at the date of acquisition, and only the excess, if any, 
over that value, subsequently received, constituted taxable 
income.—G. C. M. 4196:VII-37-14. 

Lien for Taxes—Revenue Act of 1928.—Section 613 (c) 1 
of the Revenue Act of 1928 does not mean that the Gov- 
ernment’s lien against the property of a taxpayer should 
be released before the 6-year period governing collection 
has expired, since a delinquent taxpayer may at any time 
prior to the expiration of the statutory period of limitation 
become possessed of property against which the lien may 
attach—G. C. M. 4715: VII-36-2. 

Payment of Tax at Source.—Where a bank makes call 
loans to domestic corporations and resident firms of the 
United States and assigns such loans in whole or in part 
to nonresident foreign corporations, the income of which 
is subject to withholding, the tax thereon should be with- 
held by the bank which assigns the loans. (Revenue Act 
of 1928.) —G. C. M. 4683: VII-35-3. 


Hundreds of Millions in Tax Refunds 
at Stake in Railroad Test Case 
(Continued from page 376) 


get by way of deduction, depreciation or retirement adjust- 
ments and what it will actually get under its contentions if it 
prevails in this $121,750.45 here in controversy. 


When the President in his proclamation promised the peti- 
tioner that it would receive its properties back unimpaired he 
did not thereby promise it that it would be entitled to reduce 
its future taxable income by $121,750.45 more than it would have 
been entitled to reduce it had the roads never been taken over 
by the Government. Petitioner must close its eyes to realities 
when it argues that the President’s promise of an unimpaired 
property resulted in no possible adjustment for taxes under 
these circumstances. This petitioner could have escaped the 
direct and immediate taxation of $121,750.45 as gain had it 
made such records and taken such steps as would prevent it 
from getting an equal amount of deduction some time in the 
course of a number of years more than it would be entitled to 
get. The petitioner cannot invoke the replacement provisions 
of the regulations under the 1916 Act and those provisions 
under the 1921 Act and its regulations without complying with 
the conditions necessary for their application. That, however, 
is precisely what this petitioner seeks to do. 

Counsel for petitioner argued the case orally at considerable 
length. The argument deals with generalities which do not 
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bear upon the specific questions before the Board, and non 
of the numerous authorities cited is in point. 

This question is clear cut, no facts are in dispute, the prin. 
ciple involved is not an unusual one, and the fact that the peti- 
tioner is a railroad whose properties were taken under Federa| 
control during the war does not remove the case from the rules 
and principles that would apply in every case of involuntary 
conversion. It is neither necessary nor appropriate to go far 
afield and discuss decisions which are neither controlling nor 














persuasive authority on the question in issue. Our duty of wre 
assisting the Board by a brief would not be accomplished if we At i 
should do so. admini: 

While the Lehigh and Hudson River Railway case is tion 6C 
the only case involving the taxability of final settlement J change 
adjustments which has been tried before the Board and §prope™ 
submitted for decision, there have been numerous other 
petitions filed which raise the same or similar issues, a as 
Among these are the following: Baltimore and Ohio f the 
Railroad Company, Norfolk and Southern Railway nae 
Company, Southern Railroad Company, Chicago and vers 
Western Indiana Company, Buffalo, Rochester and ete 
Pittsburgh Railroad Company, and many others. In nti 
some of these cases the deficiencies asserted by the ena 
Commissioner amount to several millions of dollars . 
pater closing 

i ~ ; : 

It is expected that the decision of the Board in the hee. 
Lehigh and Hudson River Railway case will go far in —_ 
settling the principal issues in most of these pending ie 
cases as well as the same questions involved in the : ety 
returns of most other railroad companies for the calen- “apes 
dar years 1920, 1921 and 1922. 

“ the re 
, : and t 

Withholding Tax at Source—Act of 1924.—The M Com- natiot 
pany, a limited partnership under the Texas statutes, is not 
required to file Form 1042, reporting tax withheld from 5°, 
profits paid to its nonresident alien members which were JJagenc 
derived from the operation of its business in the United Bind. 
States. 

The so-called salaries paid to the nonresident alien mem- 
bers of the partnership cannot be considered compensation Av 
for services rendered the partnership, but must be held to 
represent portions of the distributive profits of the partner- Sia 
ship. 

Inasmuch as title to the cotton sold to foreign customers Hthe £ 
passed from the taxpayer upon delivery of the cotton to §pract 
carriers at a port in the United States and the forwarding Hj eyjct, 
of the necessary documents to the buyer, the sales were tat 
made in the United States and profits from such sales were ‘At 
from sources within the United States—G. C. M. 2467: fjresid 
VII-37-6. In tk 

ee may 

Possibilities of Future Tax Law state 
Simplification te 

| wne1 

(Continued from page 369) ‘mae 

duced by the general acceptance of the closing agree- jy , 
ment principle. tipli 

As a result of the provisions of Section 608 of the pora 
Revenue Act of 1928, there will be no administrative bilit 
reopening of claims after the period of limitation on corr 
the bringing of a suit for refund has expired. In order 9... 
to make unnecessary the filing of a large number of il 
cases involving points already in litigation in pending §-. d 
cases, this section permits a reopening if, prior to the por 
running of the statute, the Commissioner and the tax- shes 
payer have entered into an agreement in writing that §.. ' 
the case will be governed by the final decision in one or J... 
more named cases then pending before the Board of F 
Tax Appeals or the courts. In this connection it might Jj 4. 
also be worth while to invite your attention to the pro- ih. 


visions of Sections 607 to 610, inclusive, which pre- 
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gribe the effect of the running of the statute of limita- 
tions. Briefly, it is provided that any amount paid by 
the taxpayer after the bar of the statute against the 
Government will be considered an overpayment, and 
that any amount refunded by the Government after the 
bar of the statute against the taxpayer will be consid- 
ered an erroneous refund, to be recovered by suit 
brought within two years from the date of the refund. 
A third provision offering real opportunities for final 
administrative settlement of cases will be found in Sec- 
tion 605. Under the amendment made by this section, 
changes in regulations or treasury decisions may, in 
proper cases, be applied without retroactive effect. 







The Part of the Taxpayer 


| am sure that it will be recognized that the success 
of the Treasury’s efforts must depend to a very great 
extent upon the attitude of the taxpayers. Unless tax- 
payers are ready and willing to cooperate, the return to 
administrative settlement will be impossible. A _ better 
presentation of their case to the Bureau of Internal 
Revenue will very frequently result in an immediate 
dosing rather than a deficiency letter. A willingness 
to settle upon a basis fair to him and to the Govern- 
ment is essential. If the taxpayer seeks fair play, he 
must play fairly. At the same time he should appre- 
cate and recognize the Treasury’s position. The 
Treasury is, in effect, a trustee for all the taxpayers. 
It must settle his case only in accordance with the law, 
the regulations and the facts. It must apply the law 
and the regulations to all taxpayers without discrimi- 
nation. If he is truly interested in the closing of his 
case, I think that he will now find an administrative 
agency to which he may go, and where he will always 
ind, I hope, courteous and fair treatment. 





Avoidance vs. Evasion of Tax Liability 
(Continucd from page 374) 

In the field of state inheritance and transfer taxes, 
the possibilities of avoidance are even greater and the 
practice of avoidance is greatly stimulated by the 
existence of unjust methods of “double taxation.” The 
state may impose its tax because the decedent is a 
resident or because the property is located in the state. 
In the case of shares of stock of a corporation, the tax 
may be imposed at the residence of the owner or the 
state in which the corporation is organized, or both. 
Attempts have been made to impose a tax in the state 
where the corporation’s property was located but these 
have been held to be ineffectual. The owner of shares 
of stock in a number of corporations can avoid a mul- 
tiplicity of taxation by conveying such shares to a cor- 
poration organized by him. This cuts off the possi- 
bility of taxation in any of the states in which the 
corporations whose shares he holds are organized. His 
estate can be reached only by the state of his residence 
and the state in which his holding corporation is organ- 
ized. The conveyance of these shares to another cor- 
poration in no way affects the property except that the 
shares are now owned by a corporation, and inasmuch 
as the corporations have a perpetual life, no transfer 
tax can be imposed. 

Every wealthy man contemplates his death and the 
disposition of his property at that time. He is naturally 
interested in having his heirs acquire as much property 
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as possible and to the extent to which he can avoid 
transfer taxes he increases the amount which his heirs 
will receive. Numberless devices have been developed 
for the disposition of property prior to the time of 
death. It is interesting to note in this connection the 
effect which the tax has~upon the disintegration of 
large fortunes, and it is not too much to say that the 
desire for avoidance in this connection leads to import- 
ant economic consequences. 


As it is with the income and inheritance tax, so 
it is with all taxes, licenses and other Governmental 
charges. Some of the older taxes, particularly the 
personal property tax, have had their usefulness seri- 
ously impaired by the widespread practice of evasion 
and avoidance. The books are filled with cases where 
taxpayers converted taxable property into exempt 
property (U. S. currency, U. S. bonds, ete.) on the 
tax day to escape taxation. Banks have been known 
to transfer surplus to stockholders accounts on the 
assessment day to escape taxation. Usually, these 
cases have been held to be evasion rather than avoid- 
ance. Under statutes permitting the deduction of debts, 
taxpayers have created debts for the sole purpose of 
reducing the amount of their taxable property. An 
old New York case (88 N. Y. 143) is interesting in 
this connection because a debt created to purchase tax- 
exempt property was held to be deductible from tax- 
able property even though the device was concededly 
one to escape taxation. Such was the procedure of tax 
avoidance in 1882! 

Corporations seek to arrange their business affairs 
so that business may be done in foreign states without 
the necessity of taking out licenses and the payment of 
license taxes. An interesting example of a device to 
avoid the state franchise taxes based on net income is 
shown in People ex rel. The Studebaker Corporation 
of America v. State Tax Commission, 22 N. Y. 114. 
There the manufacturing corporation, the Studebaker 
Corporation, organized a subsidiary to market its prod- 
uct in New York. It sold the product to the subsidiary 
at a price so high that the subsidiary could not make a 
profit and in the absence of a profit it paid practically 
no franchise tax. The parent company, of course, had 
large profits and the New York taxing officials sought 
to assess the subsidiary on what they regarded as a fair 
profit from its operations in New York. The Court 
of Appeals held their attempt to be illegal and abortive. 
In the case of state income taxes, business men seek 
to adjust their business procedure so as to cut down 
the amount of tax payable for business done in other 
states. Sometimes their devices are successful and 
sometimes they are not. Every situation, however, re- 
quires consideration and analysis with a view to keep- 
ing the tax burden at a minimum. 

In connection with the Federal tax on club dues, 
the following interesting statement appears in_ the 
report of the Ways and Means Committee on the Rev- 
enue Bill of 1928: 

It has been found that the tax on dues is being evaded by 
the device of lowering the amount of dues and collecting the 
money by assessments and that the tax on initiations is being 
evaded by requiring the purchase of a share of stock or a bond. 

The device of lowering the amount of dues and col- 
lecting the money by assessments is used by some clubs 
(Concluded on page 393) 
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HE LAW-TRAINED MAN~—that is the 
name of an attractive book the Blackstone 
Institute has just published for complimen- 
tary distribution among those to whom a knowl- 
edge of law would be a business asset. YOU may 
have a copy if you desire, FREE, upon request. 















All the questions you ever asked yourself about the 
money-making opportunities for the man trained in the 
law are answered in this authoritative 
book. Partial list of chapter headings 
which follows gives some idea of the 





Blackstone Method — Increasing 
Business Profits — Famous Law Au- 
thorities—Training Worth $150,000 
—Success at the Bar — Advantages 





















kinds. 


Frankly, we published The Law- 
Trained Man for the sole purpose of 
creating an interest in the [nstitute’s internationally famous 
home-study law course. One section of the book, therefore, 
deals with a detailed description of the course—its authori- 
tative text and case books (delivered complete at the time 
of enrollment) and its fascinating lesson material and 
effective instruction service. 

Another section deals with the successes of the Insti- 
tute’s students, many of whom have gone on record in the 
book so that you might read and profit by their experiences. 

More than 50,000 ambitious men and women have 
already enrolled, among them being corporation officials, 
bankers, businessexecutives, accountants, doctors, teachers, 
lawyers, and others. Hundreds of these students have 
elected to enter the practice of law. Thousands of others 
have secured substantial business benefits. Graduates are 


awarded the LL.B. degree. 
Money-Making Ideas 


Blackstone Law training offers immediate money-making 
possibilities to business men by showing how to cut costs, 
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dent educational work. 

Instruction is given through 2 combination of 
text reading and study of leading illustrative 
cases—a method recognized as the best and 


most thorough plan yet devised. 


The Course isarranged to bring out the money- 
of Home Study — Now Is the Time 3. making possibilities of appl ing the principles 


of law to the operation of businesses of all 
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Law Training= 
_ Success 


‘This Book 
is the Key 


FREE book 


facilitate sales and collections, reduce taxes, collect damages, 
protect against unfair competition, safeguard contracts, 
and 2083 other practical money-saving ideas. 

The application of one idea alone will more than cover 
the modest fee the Institute asks for its services, which fee, 
by the way, may be paid on a monthly basis. 


The Nation’s Best Legal Talent 


The business-building ideas incorporated into the Black- 
stone Law Course were developed by a group of 80 of the 
most prominent law authorities in the 
country. Among them are two justices 
of the United States Supreme Court, the 


scope and value of the contents: STRONG REASONS deans of eight leading resident law 
Lat ad Aieatens Dicteee~The L. ragebisstelgrs famttate, conducts only, one schools, university law professors, State 
based upon 38 years of experience in non-resi- 


Supreme Court judges, practicing law- 
yers and practical business men. 


These men know law. They know 
how to make legal knowledge pay rich 
dividends and they present their ideas to 
you through the Blackstone Course in 
understandable and workable form. A small amount of 
your spare time for a few months will enable you to mas- 
ter these methods and learn how to apply them intelligently 
in your daily business affairs. 


Investigation Costs Nothing 


Law training equals success. The book, The Law-Trained Man, illustrated in 
miniature above, is the key. This book is not for boys or mere curiosity seekers, 
bur there is a copy available for every man and woman of serious purpose. 

Send for y ur copy at once while the present edition is available for compli- 
mentary distribution. Write a letter or use the convenient coupon below. Mail 
your request today. It may prove to be the shrewdest business move you have 
ever made. Address Blackstone Institute, Department 347, 307 N. Michigan 
Avenue, Chicago, Illinois. 


BLACKSTONE INSTITUTE 


Dept. 347, 307 N. Michigan Ave., Chicago, IIl. 


Please send me a free copy of the revised edition of 
The Law-Trained Man and details of your law course. 
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Over 30,000 


Lawyers, Accountants and Business Men 
Are Now Using 


Story-Case Business Law 


Because— 


It is the most simplified and interesting pre- 
sentation of the essentials of law as applied in 
actual transactions. 

Here business law is made “alive.” Each prin- 
ciple is set forth in a pointed story of an actual 
business transaction based on a leading court case. 
Each case is a human interest story. This means 
you will not only read these with pleasure, but 
remember the legal point in each because of its 
actual business application. 

Thus lawyer and client are on common grounds, 
Understanding the fundamentals, the business man 
can apply his business judgment to the advice of 
his lawyer and the lawyer talks in the language 
of the client. 


Fascinating reading and most valuable for 
reference: 

(1) For the lawyer, as an interesting review of es- 
sentials of business law by the business prob- 
lem method. 

For the accountant (required in most states). 
For the business executive, as insurance 
against oversights through better co-operation 
with his counsel. 

For the young business man, as an alluring 
exposition of law as applied in business prac- 
tice. 


Exhaustive Index and Tables of Contents. 


Hundreds of Legal Forms that have been tested 
in the courts. No blank lines to guess at. All 
filled in plainly. The best key to many questions. 
These alone are worth half the price of the en- 


(2) 
(3) 


(4) 





tire set. 
LARGE CIRCULATION BRINGS 
LOW PRICE. 
Everybody knows that law books cost from 


$5.00 to $25.00 a volume. Here is a work that has 
involved an immense amount of expensive edi- 
torial development. Immense circulation enables 
us to send this set at half the price you would ex- 
pect to pay. Time payments if you prefer. 


TRY THIS SHORT CUT METHOD 
ON 10 DAYS’ FREE TRIAL. 
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OLD SOUTH PRESS, 
26 Quincy Street, Chicago, Ill. 


Send me the 7 volumes of Story-Case Business Law on ap- 


proval in accordance with your no risk offer. After 10 days’ 


examination if I am not satisfied I will return the volumes and 


that will end the matter. If I decide to keep the set, I will 
send you my check for $28.50 on receipt of statement. 
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“STORY-CASE” ILLUSTRATION 





Was Abbott Bound to Pay the Extra Wage? 
G. There Is No Consideration 
In the Promise to Perform What One Is Bound to Do 
STORY-CASE 


Charles Abbott, a bridge builder, made a contract with Frank Bates 
to build a bridge. Abbott agreed to complete the work within four 
months, and Bates agreed to pay him $5,000. At the end of one month, 
Abbott declared that he was about to discontinue the work, because le 
could not employ men at $4 a day, as he had planned. Bates was in 
haste to have the bridge completed, and, therefore, agreed in writing 
with Abbott to pay one-half the extra cost of the men if Abbott would 
continue the work. With this understanding Abbott employed ten men 
at $6 a day and completed the bridge on time. Thereupon, Bates re- 
fused to pay Abbott anything above the $5,000 first agreed upon, on 
the ground that his second promise was not binding. Abbott brought 
suit to recover one-half the extra cost of the men, in accordance with 
the second contract. Will the action be sustained? ; 


RULING COURT CASE 

Lingenfelder vs. The Wainwright Brewing Company, 
Missouri Reports, Page 578. 

Lingenfelder was emplayed by Wainwright to draw plans for and to 
superintend the construction of brewery buildings. He was to receive 
a commission of five per cent on the cost of the buildings, but not on 
the placing of any machinery. Wainwright awarded the contract for a 
refrigerator plant to be installed in one of the buildings to De La 
Vergne Ice Company. Now Lingenfelder was the president of, and in- 
terested in, a rival company engaged in the same line of business; an- 
gry because his company lad not been given the contract for the plant, 
he took away his plans, recalled his superintendent, and declared that 
he had abandoned the project. Wainwright was in haste to complete 
the brewery, but was unable to secure anyone to take. Lingenfelder’s 
place without the loss of much time. Wainwright offered to allow 
Lingenfelder a five per cent commission on the cost of installing the 
refrigerator plant, if he would complete his contract. He agreed, and 
when the building was finished and he demanded his extra commission, 
it was refused by Wainwright. This suit was then brought by the exe- 
cutors of Lingenfelder for the extra commission. 

Mr. Justice Gantt delivered the opinion of the court: “The plaintiff 
was not entitled to recover because there was no consideration for the 
promise of the defendant to allow the architect the extra commission. 
The original contract here was not modified in any way; Lingenfelder 
promised to do for the extra five per cent just what he had already 
bound himself to do by the original contract. He gave nothing new 
and promised nothing new. A promise to do what one is already bound 
to do is in law no consideration for the promise of the other party. 

“Lingenfelder was bound by his contract to design and superintend 
the erection of this building. Under the new promise he was not to do 
anything more or different. What benefit was to accrue to Wain- 
wright? He was to receive the same service from Lingenfelder under 
the new contract that Lingenfelder was bound to tender under the 
original contract. What loss, trouble or inconvenience could result to 
Lingenfelder, that he had not already assumed? 

““*When a party merely does what he has already obligated himself 
to do, he: cannot demand an additional compensation therefor, and al- 
though by taking advantage of the necessities of his adversary he ob- 
tains a promise for more, the law will regard it as nudum pactum, and 
will not lend its process to aid in the wrong.’ ” 

Judgment 
Company. 


(1) 


Volume 103 


was given for the 


defendant, Tle Wainwright Brewing 
RULING LAW 


Story-Case Answer 


_A promise to do that which one is already bound to do, is not suff- 
cient to support a counter promise. In the Story-Case, Bates received 
nothing more in return for his promise than he was entitled to receive, 
ors! Abbott has suffered nothing, for he was already bound to build the 
bridge. 

Of course, it is always possible for the parties to rescind or change 
their old agreement. If, in the above case, Bates had informed Abbott 
that he wished his bridge finished a month earlier than the contract 
stipulated, and was willing to pay one-half the extra cost of the men, 
if Abbott would double his force, and Abbott acted in reliance on. this 
offer, obviously there is a new mutual consideration for a new agree- 
ment. As the case stands, however, Abbott did not promise to add any- 
thing new in exchange for the promise of Bates; hence, there is no 
consideration coming from Abbott and he cannot recover. 
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owing to the fact that dues were taxable and assess- 
ments were not. The device of requiring the purchase . 
of a share of stock or a bond as a condition of mem- HARrison 8348-9441 
bership is used for the same reason. No tax seems to 
be small enough to be overlooked in the development 
of tax avoidance devices by the people involved. 

VI. 


- Rebuilt 

The Government in the meantime exerts itself equally sy « 
to prevent avoidance. The First Federal Income Tax Ell tt F h 
Law (that of 1913) appears upon twenty-one printed 10 = 1S er 
pages. The present act (that of 1928) requires 104 e 
pages. A large element of the increase is due to addi- M h 
tional provisions thought necessary to prevent avoid- ac Ines 
ance. The commissioner’s regulations for the adminis- 


_i Gfration of the 1916 Act require 199 printed pages. The BILLING BOOKKEEPING 


regulations for the administration of the 1926 act re- 
quire 408 pages. The Government has been busy but 


its industry has been exceeded by that of the taxpayer. S ld qoueee R d 
In describing this situation, I have given no consid- o _ te 
ates | (eration to any question of ethics which may be involved. R ep a 1 red 
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2 ke | Bbased upon a substantial and liberal compliance with the 
iting | Bdesires of your legislators and that it is neither proper 


ould | Bxor desirable to take advantage of all of the niceties in LATEST MODELS $100 UP 
/re- | Bthe situation. On the other hand, you may feel that 
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ught | justice in taxation requires that every taxpayer pay 

















with | Bonly what is due under strict legal interpretation. A Mal Gilm Co 
further nice question arises in determining to what ex- oney- ore ° 
103 | tent this situation has been brought about by unsound Chicago, Il. 
provisions in our tax laws. Apart from all this, prac- 
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2 fii The Use of Deed Restrictions in Subdivision Developement 
arty. 
itend | 
ae | By Helen C. Monchow 
«= 
te to | First volume of a series of research monographs dealing at length with problems of 
te Land Economics. 
d al- | An economic evaluation of the various legal restrictions on using residential land. 
‘= | Based on a study of 84 deeds of leading subdivision developers. Cases and citations 
| | include: Restrictions on the Type and Use of Structures, on the Use of Lot Area, 
wing | on Alienation and Occupancy, and Rights, Powers and Duties of the Subdivider. 
A book that shouldbe in the hands of every realtor, every investor in land, every 

- public official. 
eived Order now. Price: Single.copies, $1.50; special price to subscribers to the Journal 
_~ of Land and Public Utility Economics, $1.00; special rate for quantity purchases. 
lange | ; - ‘ Ps . eyeue 
| | The Institute for Research in Land Economics and Public Utilities 
men 
a Le Northwestern University—Wieboldt Hall, McKinlock Campus 


— Lake Shore Drive at Chicago Avenue Chicago, Illinois 
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These Lawyers Know 


Counsel for the most important and most carefully 
directed corporate interests of America—such, for 
example, as Standard Oil of California, Standard 
Oil of New Jersey, Pullman, Inc., Ford’s D. T. & I. 
Railroad, Postum Cereal Company, Inc., The Texas 
Company, Transcontinental Air Transport, Inc., 
Chrysler Corporation,—counsel for such interests 
do not persistently overlook points affecting their 
clients’ welfare. They are the attorneys for such 
interests just because they DON’T overlook such 
points. The fact, therefore, that when you investi- 
gate the corporate affairs of any such companies 
you find their corporate representative so almost 
invariably to be The Corporation Trust Company 
has just one meaning and it is plain and simple: the 
lawyers who look after the legal interests of that 
type of corporations, and who have the facilities 


for learning all that is to be known about the vari- 


ous methods, systems and costs of corporate repre- 
sentation, choose The Corporation Trust Company 
above all others. Yet its services are equally effec- 
tive and equally available for even the smallest of 
corporations. 
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120 Broadway, New York 
Affiliated with 


The Corporation Trust Company HSpstem 


15 Exchange Place, Jersey City 
Combined Assets a Million Dollars 


Chieago, 112 W. Adams Street Philadelphia, Fidelity-Phila. Trust Bldg. 
Pittsburgh, Oliver Bldg. Boston, Atlantic Nat'l. Bk. Bldg. 
Washington, 816 15th Street N. W. (Corporation tration Co.) 

Los Angeles, Security Bidg. St. Louis, Fed. Com. Trust Bidg. 
Cleveland, Union Trust Bldg. Detroit, Dime Sav. Bank Bldg. 

Kansas City, R. A. Long Bldg. Minneapolis, mp Bldg. 

San Francisco, Mills Bidg. Camden, N. J., 328 Market St. 

Atlanta, Healey Bldg. Albany Agency, 25 Washington Ave. 
Portland, Me., 281 St. John St. Buffalo Agency, Ellicott Sq. Bldg. 


and 


The Corporation Trust Companp of America 
7 West Tenth Street, Wilmington, Delaware 
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